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Coming 

It was a Dickens’ character, Mr. Bumble, 
who said: “The law is an ass, a idiot.” 
Robert Lawthers, authority on law, proves 
that Mr. Bumble probably had reference to 
the proposed treatment of the individual 
life insurance policy issued in connection 
with a qualified pension or profit-sharing 
trust. 


The death of a partner generally terminates 
a partnership, but the death of a partner 
does not automatically close the taxable 
year of a parinership for survivors or for 
the deceased partner. But this by no means 
solves all tax questions in connection there- 
with, as you will see when you read Harold 
M. Hoffman's article entitled ‘‘Availability 
of Deceased Partner's Income for Joint Tax 
Return.” 


Also scheduled are several articles dealing 
with taxation in other countries. 


Tuis magazine is published 
to promote sound thought in 
economic, legal and account- 
ing principles relating to all 
federal and state taxation. 
To this end it contains signed 
articles on tax subjects of 
current interest, reports on 
pending state tax legislation, 
interpretations of tax laws 
and other tax information. 


The editorial policy is to 
allow frank discussion of tax 
issues. On this basis contri- 
butions are invited. Respon- 
sibility is not assumed for the 
contents of the articles or for 
the opinions expressed there- 
in. Editor, Henry L. Stewart; 
Washington Editor, Lyman 
L. Long; Business Manager, 
George J. Zahringer; Circula- 
tion Manager, M. S. Hixson. 





will! 





The TAX MAGAZINE, 


Contents for 


February 
1957 


Vol. 35 No. 2 


TAXES—The Tax Maga- 
zine is published month- 
ly by Commerce Clear- 
ing House, Inc., 4025 
West Peterson Avenue, 
Chicago 30, Illinois. En- 
tered as second-class 
matter January 13, 1939, 
at the Post Office at 
Chicago, Illinois, under 
the Act of March 3, 
1879. Subscription price: 
$7.50 per year—single 
copies, 75¢. February, 
1957. Volume 35. Num- 
ber 2. 


Change of address 
should be received at 
least 30 days before the 
date of the issue with 
which it is to take 
effect. 





Interpretations . 
Washington Tax Talk 


What the Tax Man Should Do ta His Client 
py eas 8 .. by Julius Peltz 


Tax Law Affecting Copyrights: 1954-1956. . 
by Harriet F. Pilpel 


Amortization of Leasehold Improvements . 
i Aa ..by Victor R. Wolder 


Remuneration from Employment and Profession 
in the United Kingdom by F. E. Koch 


Net Operating Loss Deduction. . 
by Marjorie J. Williams 


A Cotati of the Basis Provision of 1939 
Code Section 3801 with the 1954 Law... 
Waited .by Edward W. Rothe 


Exemption of Capital Gains from the Capital 
Gains Tax by Owen Tudor 


Contributions to a Tax-Exempt Local Good- 
Government League by Murray Seasongood 


When Should a Sole Proprietor Incorporate 
His Business to Save Income Taxes?. 
_. by Le Verne W. Garcia 


i pis Bes for Agriculture by R. T. Boehm 
Books 

Articles 

Stcite Tax News 
Tax-Wise 

Canadian Tax Letter 
Federal Tax Calendar 


Cover Photos: Harris é Bwing 


66 
69 


71 
76 
83 
90 


93 


97 


101 


103 


110 
115 
134 
136 
138 
142 
144 


Inside Scioh cover 


© 1957, Commerce Clearing House, Inc., Chicago 30, Illinois 


All Rights Reserved 


Printed in the United States of America 





The federal courts, the Tax Court and the Internal Revenue Service inter- 
pret the law by their numerous decisions. . . . In this department of 


the magazine, the reader will find comments on decisions and rulings 
selected from this never-diminishing stream for his current interest. 


WuereE A TAXPAYER had his son, 
daughter-in-law and their two children living with him, he was 
able to prove that he furnished over one half of the support of 
the grandchildren and thus was allowed a dependency credit, 
but there was no evidence to show how much the son and 
daughter-in-law earned and spent on themselves; hence, it 
could not be established that the taxpayer furnished more than 
one half of their support.—Edgar Hill, CCH Dec. 22,095(M), 15 
TCM 1492. 


You MIGHT WARN divorcees that if they 
fail to include receipt of alimony in their incomes, and this is in 
excess of 25 per cent of their incomes, a five-year statute of limitations 
applies. The same holding has been applied to separation agree- 
ments.—Mary Macfadden, CCH Dec. 22,096(M), 15 TCM 1494. 


Here is a provocative case. The dissenting 
opinion in this decision brings out a very interesting point. A 
taxpayer was appointed as a “tutor” in a college. Bylaws of the 
board of education required this tutor to obtain a Ph.D. within 
five years or he could not be promoted to the rank of instructor 
on the permanent staff or could not be reappointed as tutor. The 
tutor deducted expenses of obtaining the doctorate degree. The 
Commissioner disallowed the deduction and the Tax Court 
upheld him, but the dissenting opinion makes this point: 


“The expenses incurred by petitioner had a dual objective. 
On the one hand, the attainment of the doctorate was necessary 
in order to qualify for appointment to the permanent staff, and 
I assume, arguendo, that if such were the only purpose, the ex- 
penses would not be deductible any more than educational 
expenses generally that are incurred by one who is preparing for 
his profession or calling in life. On the other hand, petitioner’s 
work toward his doctorate had a much more immediate objective. 
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He held a temporary appointment as a tutor and it was made 
clear to him that it was necessary for him to make substantial 
progress toward the doctorate in order to retain his position as 
tutor. In short, the expenses incurred by petitioner were necessary 
in order to earn the very income which the Commissioner seeks 
to tax. I find it very difficult to see why such expenses do not 
qualify as ‘ordinary and necessary’ business expenses. Peti- 
tioner’s position is supported by Hill v. Commissioner [50-1 ustc 
9310], 181 Fed. (2d) 906 (C. A. 4), which is not satisfactorily 
distinguished in the majority opinion.”—Clark S. Marlor, CCH 
Dec. 22,085, 27 TC —, No. 70. 


Ir YOU DO a bit of trading on the stock 
market, you'll have a difficult time contending that you are in the 
business of buying and selling securities. You will probably 
be entitled to certain nonbusiness deductions but that is all— 
Raymond Fitzgerald, CCH Dec. 22,089(M), 15 TCM 1450. 


Ir WAS CONCLUDED that a taxpayer who 
raised Persian cats and sold but five kittens in eight years was 
conducting a hobby rather than a business—Walter Conner, CCH 
Dec. 22,099(M), 15 TCM 1504. 


An EMPLOYEE was transferred to another 
city. The employer did not state categorically that the assign- 
ment in the new city was permanent. The transferred employee 
attempted to claim that his assignment was temporary. However, 
the Tax Court held that the new location was the employee’s 
permanent place of business during the taxable years involved.— 
Arthur Kleinfelder, Jr. CCH Dec. 22,091(M), 15 TCM 1465. 
The employment at the new address was of indefinite duration. 


STRIKE BENEFITS paid in cash or in any 
other form are taxable income to strikers.—Rev. Rul. 57-1. 


To BE DEDUCTIBLE, alimony installment 
payments must be paid within ten years. In decrees where the 
payments are to be paid per month, the date on which the pay- 
ments are to begin or commence, for instance, April 1, designates 
the month in which the payments are to be made rather than the 
date on which the alimony is to be paid.—Lillard v. Wiseman, 
57-1 ustc § 9282 (DC Okla.). 


A RESIDENT of a noncommunity property 
state married a resident of a community property state. He 
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visited his wife for a total of 41 days from the time of their mar- 
riage to the time of their divorce. This marriage didn’t last long 
enough to establish a community-property status. The taxpayer 
could not claim to be a resident of his wife’s home state.—Richard 
M. Gooding, CCH Dec. 22,200, 27 TC —, No. 71. 


Five YEARS is generally accepted as the 
life of an automobile. This would give a 20 per cent rate for 
depreciation. Since the car in question was used one half for 
pleasure and one half for business, the taxpayer deducted depre- 
ciation on this basis. The Commissioner disallowed the entire 
amount of $425, but the Tax Court allowed him $200 (about 5 
per cent).—Peter Seletos, CCH Dec. 22,092(M), 15 TCM 1468. 


THE TAXPAYER computed the cost of 
operating his car (as a deductible business expense) on the basis 
of 8.75 cents per mile for 42,000 miles. The Commissioner threw 
this out but was willing to allow a deduction on the basis of six 
cents per mile for 18,600 miles. The Tax Court refigured the 
deduction on the basis of two thirds of the mileage for business 
purposes (28,000 miles) at eight cents per mile—John A. Love- 
lady, CCH Dec. 22,097(M), 15 TCM 1498. 


IN THE OPINION of the Tax Court a 
covenant not to compete requires more than the mere recitation 
of its value by the parties to a contract before that value becomes 
ordinary income to the taxpayer and not capital gain. There 
must be acts which set it apart from the sale of the entire busi- 
ness, such as separate bargaining concerning its value and the 
assignment of a severable consideration for it. Where, as in the 
instant case, the covenant was merely recited to be “in considera- 
tion for” half of the purchase price and where the buyers, although 
they would probably not have purchased the business without 
the covenant, considered that what they were buying was an 
entire business including good will, the recited value of the 
covenant was not separable as ordinary income.—Sidney Alper, 
CCH Dec. 22,058(M), 15 TCM 1415. 


MenrcuanDISE PRIZES awarded to sales- 
men are, of course, taxable on the basis of their fair market value. 
A salesman is required to pay income tax on prizes received, but 
the employer does not have to withhold tax on the fair market 
value of the prizes awarded. The employer must report the fair 


market value of the prizes in his total of wages reported on Form 
W-2.—Rev. Rul. 57-18. 
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Tax news from the nation’s capital as it is made by the executive, the 


legislative and the judicial branches of government. 


Headlining this 


month's report: President asks for continuation of excise and corpo- 


rate tax rates . 


. tax committee chairmen have long public-service 


careers . . . bills seek tax relief for individuals and small business. 


The President 


With expenditures expected to increase 
$2.9 billion in fiscal 1958 over fiscal 1957, 
President Eisenhower was in no mood to 
consider proposals for a general tax reduc- 
tion when he delivered his annual budget 
message before Congress on January 16. 


One of the main goals of the President 
is to maintain the fiscal integrity of the 
federal government, that is, to wind up each 
fiscal year with a surplus rather than a 
deficit and to reduce the national debt. 


Counterbalancing the $2.9 billion increase 
in expenditures is an expected $3 billion 
increase in receipts. But the receipt figures 
are predicated on a continuing high level 
of business activity and a continuation of 
present tax rates, according to the Presi- 
dent. If budget expectations are realized, 
the government would follow a $1.7 billion 
surplus in fiscal 1957 with a $1.8 billion 
surplus in fiscal 1958. 


In the President’s budget message, bud- 
get receipts for fiscal 1958 were estimated 
to total $73.6 billion; budget expenditures, 
$71.8 billion. 


The President agreed that tax rates are 
still too high; however, he stated that “the 
reduction of tax rates must give way under 
present circumstances to the cost of meet- 
ing our urgent national responsibilities.” 


He, therefore, asked for continuation of 
the existing excise tax rates on tobacco, 
liquor and automobiles that would, under 
present law, be reduced next April 1. He 
also asked that present corporation tax 
rates be continued for another year. 


Congressional action to put into effect the 
small-business-tax-relief proposals of the 
Cabinet Committee on Small Business was 
recommended for early consideration by the 
President. But he wants only those pro- 
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posals enacted which “will give help with a 
minimum loss of revenue.” 

Assistance to small business through the 
exemption of issues of securities up to 
$500,000 from registration under the Securi- 
ties Act was recommended by the President. 
He also proposed that wage reporting for 
income tax and social security purposes 
should be consolidated and simplified. 


Of the fiscal 1958 budget receipts, $41 
billion is expected to be received from in- 
dividual income taxes, $22 billion from cor- 
poration income taxes, $8.9 billion from 
excise taxes, $2.6 billion from other taxes 
and $3.3 billion from miscellaneous receipts, 
with refunds of receipts expected to sub- 
stract $4.2 billion from the total. 


Of the fiscal 1958 budget expenditures, 
$45.3 billion is earmarked for defense, in- 
cluding the national security and related 
programs. Civil benefits are allocated $16.9 
billion. Interest on the national debt is 
expected to take $7.4 billion. Civil opera- 
tions and administration will taken an esti- 
mated $1.8 billion, and $400 million is ear- 
marked as an allowance for contingencies. 

The printed budget, as presented to Con- 
gress, ran 1,165 pages in length and weighed 
four pounds and 11 ounces. 


The Congress 


Our Cover.—Heading the tax committees 
of Congress are Senator Harry Flood Byrd, 
of Virginia, chairman of the Senate Finance 
Committee, and Representative Jere Cooper, 
of Tennessee, chairman of the House Ways 
and Means Committee. Both were re-elected 
in the early days of the Ejighty-fifth Con- 
gress to the posts they held in the Eighty- 
fourth Congress. 


Both men have had long careers of public 


service. Both are senior members of their 
respective Houses of Congress. 
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Senator Byrd began his political career 
as a state senator in Virginia, a position he 
held from 1915 to 1925. He followed this 
with a term as Governor of Virginia from 
1926 to 1930. In 1933 he was appointed to 
the United States Senate to fill out the un- 
expired term of Senator Claude A. Swanson. 
He won election to the post in 1934 and was 
re-elected in 1940, 1946 and 1952. His 
current term expires in 1958. 


Long active in politics, Senator Byrd was 
a Democratic National Committeeman from 
1928 to 1940. In addition to his political 
responsibilities, he is the publisher of two 
newspapers in Virginia, the Winchester 
Star and the Harrisonburg Daily News Rec- 
ord. When not at the nation’s capital, he 
makes his home in Berryville, Virginia. 

Representative Cooper is a lawyer. He 
was admitted to the bar in 1915, beginning 
practice in Dyersburg, Tennessee. He en- 
listed in the infantry in World War I and 
was discharged with the rank of captain. 
Upon his return from service, he was elected 
City Attorney of Dyersburg, a position he 
held from 1920 to 1928. In 1928 he was 
elected to the Seventy-first Congress and 
has been re-elected continually from his 
district. He makes his home in Dyersburg 
when Congress is not in session. 

Senator Byrd has two new members on 
his committee in the Eighty-fifth Congress. 
They are Albert Gore, Democratic senator 
from Tennessee, and William E. Jenner, 
Republican senator from Indiana. Both 
were formerly members of the Senate Com- 
mittee on Rules and Administration, posi- 
tions they have dropped upon taking over 
their new duties. Senator Gore replaces former 
Senator Walter F. George, of Georgia, who 
resigned last year. Senator Jenner replaces 
former Senator Eugene D. Millikin, of Colo- 
rado, who also resigned last year. 

Listed below are the members of the 
Senate committee, according to their poli- 
tical affiliation: 

Democrats 

Harry F. Byrd, of Virginia, Chairman. 

Robert S. Kerr, of Oklahoma. 

J. Allen Frear, of Delaware. 

Russell B. Long, of Louisiana. 

George A. Smathers, of Florida. 

Clinton P. Anderson, of New Mexico. 

Paul H. Douglas, of Illinois. 

Albert Gore, of Tennessee. 


Republicans 


Edward Martin, of Pennsylvania. 
John J. Williams, of Delaware. 
Ralph E. Flanders, of Vermont. 
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George W. Malone, of Nevada. 
Frank Carlson, of Kansas. 

Wallace F. Bennett, of Utah. 
William E. Jenner, of Indiana. 


The membership of Chairman Cooper’s 
House Ways and’ Means Committee is the 
same as it was at the close of the Eighty- 
fourth Congress. Its members are listed 
below, according to their political affiliation: 


Democrats 


Jere Cooper, of Tennessee, Chairman. 
Wilbur D. Mills, of Arkansas. 

Noble J. Gregory, of Kentucky. 

Aime J. Forand, of Rhode Island. 
Herman P. Eberharter, of Pennsylvania. 
Cecil R. King, of California. 

Thomas J. O’Brien, of Illinois. 

Hale Boggs, of Louisiana. 

Eugene J. Keogh, of New York. 

Burr P. Harrison, of Virginia. 

Frank M. Karsten, of Missouri. 

Eugene J. McCarthy, of Minnesota. 
Albert S. Herlong, Jr., of Florida. 

Frank N. Ikard, of Texas. 

Thaddeus M. Machrowicz, of Michigan. 


Republicans 


Daniel A. Reed, of New York. 
Thomas A. Jenkins, of Ohio. 

Richard M. Simpson, of Pennsylvania. 
Robert W. Kean, of New Jersey. 
Noah M. Mason, of Illinois. 

Hal Holmes, of Washington. 

John W. Byrnes, of Wisconsin. 
Antoni N. Sadlak, of Connecticut. 
Howard H. Baker, of Tennessee. 
Thomas B. Curtis, of Missouri. 


Tax Introductions.—As expected, Con- 
gressional legislators have introduced many 
bills that would grant tax relief to individ- 
uals and to small business. 

Tax relief for individuals would take the 
form of increased deductions. The size of 
the larger deductions varies from $700 to 
$1,000 in the various bills that have been 
introduced. House bills that would raise 


‘the exemption to $700 include these H. R. 


numbers: 328, 485, 895 and 2222. Those 
that would raise the exemption to $800 in- 
clude the following H. R. numbers: 164, 
241, 382, 986 and 2003. Among those seek- 
ing to raise the exemption to $1,000 are 
the following H. R. numbers: 402, 515, 590, 
1272 and 2406. Other forms of individual 
relief would grant exemptions for depend- 
ent children who are students, would permit 
the deduction of school expenses for chil- 
dren through the twelfth grade, etc. 


(Continued on page 82) 
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What the Tax Man Should Do 


for His Client 


By JULIUS PELTZ 


The author expresses the conviction that what a tax man can do 
for his client should always be viewed in light of professional responsibility 
to consider the client's welfare as a whole to 


be of paramount importance. 


This article is based on a 


helpful check list of tax-saving suggestions which Mr. Peltz 
drew up for use in his own accounting practice. 


W HAT with tax planning and saving 
being so all-important these days, I 
have found it extremely helpful (and even 
necessary) in my practice to be able to 
refer to some sort of fairly comprehensive 
check list or outline of tax-saving sugges- 
tions—similar to what accounting and legal 
practitioners use in the way of audit procedure 
programs, tax-return data questionnaires 
and property closing-agreement reminders. 


Not finding such a guide available, I have 
prepared one of my own. Its purpose is to 
enable me to conduct a “tax survey” of my 
practice—client-by-client, so that I can feel 
relatively certain that not only have I not 
overlooked possibilities for any one client, 
but that, in addition, the most recent, com- 
monly used and adaptable tax-saving prin- 
ciples and procedures are properly applied 
to my practice as a whole. It is meant to 
serve both as a reminder and a guide—in 
compact, organized form, and while it is not 
intended to be an all-inclusive list, it does 
cover a good many of the situations arising 
in the average practitioner’s experience. At 
the same time, such an outline (as will be 
seen in the presentation which follows) does 
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not constitute a discussion or explanation of 
the points mentioned. As in all of tax 
planning, proper utilization of such aids is 
based essentially and primarily upon a thor- 
ough knowledge of income taxation principles 
and practices. The outline itself should 
serve properly to channel such knowledge 
for its maximum beneficial use. 


The areas of coverage are broken down 
broadly into the organizing, operating and 
terminating phases of business life. Within 
each of these categories, we find general 
problems—those applicable to all of the three 
common types of legal ownership (corpo- 
rate, partnership and individual)—and speci- 
fic problems—those exclusively pertinent to 
each of these ownership forms. 


In the organizing stages, we must be aware 
of certain elections to be made taxwise— 
from the very outset to no later than the 
first tax-return filing date. These are: which 
ownership entity to use; whether to use the 
cash basis or the accrual basis (if the aiterna- 
tive is ours); whether to charge off bad 
debts on a specific or reserve basis; and 
which method of depreciation to use. A sec- 
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Mr. Peltz, a New York CPA, also 
lectures on federal income taxation 
and accounting at Brooklyn College. 


ond general problem presents itself when a 
business is to be purchased as a unit. Then 
we must consider the allocation of cost factor 
—not only among the operating assets them- 
selves (inventory, and depreciable and non- 
depreciable property), but also between any 
applicable good will and restrictive-covenant 
amounts (the former to be capitalized, the 
latter to be amortized against operating 
income). 


Once the entity is chosen, specific prob- 
lems arise. The corporation should consider 
how stock ownership is to be distributed, 
particularly if family control or closely held 
control is involved. The well-discussed pos- 
sibility of division of capital between stock 
and loans should be considered. In that 
connection, proper attention should be paid 
to the latest court decisions and rationale 
concerning appreciated value of assets ; avail- 
ability and evidence of additional outside 
financing (which stockholder loan “replaces”’) ; 
existence of bona-fide notes; stockholder 
loans over a period of time (if possible); 
and actual loans by outsiders, guaranteed 
personally by a stockholder. 


Further, a corporation should set up its 
schedule of “reasonable” officers’ salaries 
(cashwise or accrualwise) as soon as possible, 
periodically and consistently, in order to 
establish its own precedent. Likewise, con- 
templated bonuses in the form of percent- 
ages of sales or profits should similarly be 
provided for.’ In the choice of its first fiscal 
period, a corporation can either close such 
period just short of $25,000 of taxable in- 
come or close it just before the best part 
of the first year’s income is earned (thereby 
deferring such income and the tax thereon 
to the second fiscal year). Too, it should be 
kept in mind (for smaller corporations) 
that in many states an additional franchise 
tax will be due if the end of the first fiscal 
period is more than 12 months after the 
legal incorporation date. 


Partnership organizing problems include 
consideration of division of ownership of 
capital (particularly if a family partnership 
is involved), as well as possible arrangement 


1If funds are not fully available, consider 
the possibility of payment and immediate rede- 
posit as loans. 
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for salaries to partners as part of profit- 
sharing agreements. Even in the case of the 
individual entity, we should consider whether 
capital ownership might be more beneficially 
placed in someone else’s name, although the 
possibilities here are much more limited 
than in partnerships and corporations. 

General operating problems can be analyzed 
broadly in terms of day-to-day, year-end and 
policy decisions. One of the most frequently 
recurring and troublesome daily questions is 
that of expense reimbursement. If a salary 
is meant to include both service and expense 
reimbursement, we should consider separating 
the single payment into two checks—one for 
salary and one for expense. If a personal 
auto and/or residence is used partially for 
business, detailed bills (including deprecia- 
tion) should be submitted periodically. If 
the auto is used mostly for business, it 
might be advisable to consider charging the 
cost and maintenance of the auto to the 
company, with personal reimbursement for 
personal-use percentages. In too many in- 
stances, expense amounts which could be 
billed direct to the company are paid for 
personally, with subsequent rebilling adding 
to the total of such expenses to be scrutin- 
ized. Concerning proof of such selling and 
traveling expenses, it is not as difficult as 
it seems for executives to maintain a diary 
(not necessarily exact to the last penny), 
and then submit periodic bills (referring to 
said diary) for reimbursement.’ If children, 
parents and/or other relatives do assist in 
the business, it might be advisable and ad- 
vantageous actually to put them on the 
payroll. 

Sometimes, deferral of income (other than 
year-end) is desired, and here we should 
consider possible alternatives of installment 
sale, contract of sale without notes (pre- 
cluding inclusion of fair market value of 
noncash balance in selling price), and agree- 
ment to sell—with actual closing taking 
place after either an extended option period 
or occurrence of certain contingent events. 
(The last-mentioned should be very care- 
fully checked before use.) If income arises 
from retirement of corporate notes, possibili- 
ties of tax savings still exist. While such 
gain in the case of a purchased-at-discount 
note which is nonregistered does result in 
ordinary (interest) income, if such note is 
a registered one, part of the income is 
capital gain. On the other hand, if a cor- 


2 Let us keep in mind the most recent Treas- 
ury Department internal instructions to agents 
concerning expense reimbursements which are 
deposited by executives personally, and which 
appear to be mere conduits of profits. 
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porate note has a fair-market-value basis 
which is lower than its face value (as when 
received by a stockholder upon liquidation 
of his corporation), income due to redemp- 
tion may in such instance be all capital gain. 


Certain general year-end transactions and 
possibilities should be kept in mind. Such 
gifts and promotion costs should be channeled 
directly through the business whenever and 
wherever possible. If it is desired to shift 
income to the following year, accrual or 
payment of expenses should be accelerated 
(bonuses, advertising, repairs and mainte- 
nance, supplies, etc.), and income may be 
decelerated (through possible postponement 
of sales billings or deposits). The opposite 
effect may be obtained by reversing these 
procedures. The principle of accrue now, 
pay later (with respect to bonuses and divi- 
dends) may benefit key personnel, officers 
and stockholders by deferring their income 
while not affecting the paying entity ad- 
versely. (In this connection, however, the 
50 per cent-75 day rule applicable to certain 
relatives and corporation-stockholder situa- 
tions should be kept in mind.) 


Possible write-offs of bad debts should 
not be overlooked; if not made at the 
proper time, deduction therefor may be 
lost.2 While there is no sanction in law 
for arbitrary reductions of closing inventory 
values, we should not overlook spoiled, 
obsolete, nonsalable and heavily marked- 
down (below-cost) merchandise which may 
be part of the inventory. Too, if we are 
depreciating constructed property, we should 
consider setting up varying rates of depre- 
ciation for those parts of the property hav- 
ing different (and shorter) lives than the 
more permanent building itself—air-condi- 
tioning equipment, millwork and partitions, 
special flooring and ceiling materials, elec- 
trical fixtures, etc. (Detailed and separate 
records should be kept.in such cases.) 


Both individuals and corporations should 
keep in mind possibilities of losses on sales 
of securities at the year’s end, If possible, 
try to offset short-term losses against short- 
term gains, for maximum long-term capital 
gain tax benefits, and if the same stock is 
repurchased, be careful of the 30-day, wash- 
sale rule. Individuals whose actual, itemized 
deductions amount to only slightly more 
than the optional standard deduction should 
consider whether such relatively small tax 
savings warrant the possibility of closer 


* While a seven-year statute of limitations 


allows for leeway in claiming refunds, such 
claims, as practitioners well know, may often 
prove more costly than the claim involved. 
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scrutiny of the return as a whole. Too, a 
taxpayer with a deduction for interest on a 
federal or state tax assessment should con- 
sider whether to list same (thereby possibly 
calling attention to a prior audit) or forego 
the benefit of such deduction. 


Broader questions pertaining to policy 
should be reviewed and considered continu- 
ously. Should there be a change of entity 
with respect to the entire business (incor- 
porated to unincorporated form or vice 
versa)? Some of us recall the constant 
switching from, and to, the corporate form 
during and after excess profits tax days. 
What are the possibilities of dividing various 
functions of the business into separate and 
distinct entities? In this connection, we 
must be fully aware of the current Treasury 
and court attitudes towards spin-offs, ex- 
change of property for stock of a controlled 
corporation, use of more than one $25,000 
corporation surtax exemption, good will 
evaluation problems upon dissolution of a 
corporation, etc. Too, there should be sound 
and valid business reasons for the changes 
involved.* Judicial thinking in some recent 
cases on this general topic tends to dis- 
regard tax savings as a major business 
reason for change, and stresses instead ac- 
tual operating necessities—such as problems 
of liability, marketing and distribution, credit 
and financing, etc. 


However, once division of functions is 
decided upon, two basic points should be 
kept in mind. First, entities should be kept 
as separate and distinct as possible—with 
respect to bank accounts, records, personnel, 
etc. When intercompany transactions do 
occur (which should be as infrequent as 
possible), all such billings (for services, 
merchandise, overhead) should be on an 
arm’s-length basis. The same comments 
apply to the possibility of company-used 
real estate being owned and operated as a 
separate entity, and the consequent problem 
of rental charges. 


Other general policy decisions may apply 
to the question of renting or purchasing (or 
owning) property—real estate, automobiles 
and trucks, office equipment, etc.; to the 
consideration of life insurance for principals, 
key men, and/or the personnel as a whole; 
to the possible use of life insurance in 
buy-and-sell agreements (between principa!s), 
employee death benefits, and “split dollar” 
arrangements for executives; and to the 


* This problem will generally prove less dif- 
ficult tax-planningwise when a new undertaking 
or phase is involved, as compared with dealing 
with one already in operation. 
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payment of employee accident and health 
insurance premiums by the employer. 


Concerning refund claims, two points should 
be kept in mind. When we have a net 
operating loss carry-back available, use of 
the “90 day” claim not only leads to posses- 
sion of the money so much sooner; it may 
also, in a practical sense, result in the 
follow-up audit being more in the nature 
of a routine examination (with possible 
assessment) than a specific challenge to the 
agent to reduce or eliminate the refund. 
When an ordinary claim is involved, we 
should consider the possibility of filing the 
claim not when the cause therefor is ascer- 
tained, but just prior to the expiration of 
the statute of limitations for the year in 
question. As a result, any deficiencies aris- 
ing from an audit of the claim can be util- 
ized by the government only as an offset 
against the amount of the refund. 


Operating possibilities pertaining specifi- 
cally to corporations include the following: 
Reasonable and justifiable increases in salaries 
should not be overlooked. If loans to or 
from controlling individuals exist, considera- 
tion should be given to both the use of 
notes and the corporation’s receiving or 
paying reasonable interest thereon. In many 
instances, the tax benefit of charitable con- 
tributions may be increased by a planned 
apportionment of such payments as between 
corporation and individual rather than by 
individual alone. 


Corporations as investors possess a dis- 
tinct advantage in the form of the 85 per 
cent dividend income “deduction.” While the 
technical aspects of this point are under- 
stood by practitioners, its actual, current 
tax-saving possibilities are too infrequently 
fully appreciated. The use of dividend pay- 
ments in the form of property—‘“in kind”— 
should be considered, particularly where 
there may be a high basis for an individual’s 
stock and/or a small corporate earned sur- 
plus. Where the latter account is relatively 
large, consideration should be given to ade- 
quate reasons for retention of same. Other- 
wise, we may one day be facing a charge of 
improper accumulation of surplus. Possible 
personal holding company status should be 
checked, especially in the cases of royalty 
and/or individual-stockholder rental* income. 
This is important not only for prevention 
purposes, but also so that corrective steps 
may be taken if such status does exist. 
Limited stock redemption (as contrasted with 


® While the current Code eases some of the 
burden in this instance, care must still be ex- 
ercised. 
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bona-fide retirement or business contrac- 
tion) may be considered, in view of the 
mathematical-formula requirements which 
are now part of the law, and the resultant 
capital gain possibilities. 


Transfer of property (including real estate) 
between corporation and stockholder may, 
among other things, lead to conversion of 
ordinary income into capital gain (as in the 
case of a sale of appreciated depreciable 
property) or a change of tax bracket (as 
in the case of a lease by a parent to a trust 
for minor children). However, these steps 
should be taken only after most careful 
consideration of all the points mentioned 
previously in the discussion of business func- 
tion division into separate entities. Similar 
caution should be exercised with respect to 
spin-offs, against which the law and regula- 
tions seem to provide most rigid and specific 
barriers; so, too, with a plan of dissolution 
and subsequent reincorporation, where one of 
the motives is relieving the corporation of 
large cash and/or earned-surplus balances 
at capital gain rates, without actual inter- 
ruption of business activities. 


The use of pension and profit-sharing plans 
should be given much more thought by 
smaller and medium-sized corporations than 
has been the case. Aside from the personnel 
benefits involved, the principals themselves 
obtain coverage which they would be hard 
put to duplicate personally, considering that 
the cost thereof constitutes a deduction to 
the corporation. Too, stock option arrange- 
ments for executives still contain merit, 
despite the apparently unfavorable publicity 
arising from a recent adverse Supreme 
Court decision, 


Concerning partnerships and individuals 
specifically, each of these may consider a 
gift of capital, leading towards the formation 
of a type of family partnership, with per- 
haps a trust (for minor children) as part of 
the picture. An individual may make an 
outright gift to, or set up an irrevocable 
trust for, the benefit of his children or 
grandchildren, or even a revocable trust can 
be used, with at least a ten-year life, where- 
by tax brackets can still be changed, without 
the ultimate loss of capital, as in the case 
of gifts. Where minor children are so in- 
volved, the dependency exemption is still 
available to the parents. 


An individual should also give thought to 
estate (and consequent gift) tax considera- 
tions, to the tax effects of charitable con- 
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tributions in the form of appreciated property 
and to possibilities (if applicable) of selling 
patent rights on a royalty-payment basis, 
leading to unquestioned capital gain. 


The termination of a business, through its 
sale as a unit, should be considered in the 
same light as discussed previously from the 
purchaser’s point of view, except that now, 
for example, the seller wants more of the 
price allocated to good will (capital gain) 
and less to the category of restrictive cove- 
nant (ordinary income). 


A corporation, more specifically, will usually 
terminate via the regular method of dissolu- 
tion, with stockholders picking up their 
share of net worth at fair market value. In 
such event, we must be careful lest—inad- 
vertently (as with many real estate corpora- 
tions)—a_ collapsible corporation situation 
results. Too, while we may not consider 
the value of good will upon liquidation, the 
Treasury might disagree with us. One 
potential advantage of such method, how- 
ever (in the case of appreciated depreciable 
property), is the possibility of paying tax 
upon dissolution at capital gain rates, with 
subsequent offset against ordinary income 
through increased depreciation (which will 
then be computed on the higher fair-market- 
value basis). 


Interests in a corporation can also be 
terminated by either a sale of stock (pre- 
ferred by the seller; not so usually by the 
purchaser) or a combination of sale of 
corporate assets and dissolution. In the latter 
instance, we should keep in mind the 12-month 
dissolution section of the law; a good many 
of our “who-sold-first” difficulties will be 
eliminated with proper use thereof. If we 
are faced with a corporation possessing 
highly appreciated assets which we now 
want to operate in the unincorporated form 
(as when the individual may Fe in lower 
brackets), the one-month dissolution provi- 
sions of the law should be considered— 


TAX SYSTEM GOAL 


Federal tax planners have as their 
goal a tax system simple in operation, 
easy to administer and to comply 
with, lacking in discrimination, neu- 
tral in impact on alternative uses of 
productive resources, highly respon- 
sive to changes in economic condi- 
tions and without bias against new 
and small business, according to Wil- 
bur D. Mills, chairman of the sub- 
committee on internal revenue taxation 


of the House Ways and Means Com- 
Tax Man and His Client 


especially when the earned surplus is rela- 
tively small. 


With respect to the termination of a part- 
nership or a partner’s interest therein, we 
should consider (1) possibilities of capital 
gain as a result of a sale of a partner’s capital 
interest, (2) the proper year-ending closing 
date of an outgoing partner as a result of 
either death, sale of more or less than 50 
per cent interest, or gift and (3) closing date 
effects on the remaining or other partners 
who either continue or also terminate their 
interests completely. 

In conclusion, I should like to point out 
that while many, or even most, of the fore- 
going considerations may not be applicable 
to any one particular client, my experience 
has led me to believe that few, if any, busi- 
nesses (particularly those closely held) will 
not benefit from such an analysis. Even 
if we assume the best tax advice and plan- 
ning in the past, changing business condi- 
tions, altered personal circumstances and/or 
new tax interpretations and decisions call 
for constant and continuous check and survey. 
The foregoing presentation is not meant to 
be a static or definitive one; no such guide, 
in a field like income taxation, can ever 
make such claim. 

Last, but certainly not least, a note on 
the basic approach which should underline 
such tax planning and thought: Any sug- 
gestion considered should be measured in 
terms of two criteria. The situation should 
be bona fide—containing a good measure of 
substance and business purpose rather than 
mere form itself—and any tax benefits re- 
sulting should not entail such additional 
business responsibilities and/or record-keeping 
details as to possibly negate a favorable 
outcome on an over-all basis. What we, as 
tax men, can do for our client should always 
be viewed in the light of our professional 
responsibility to consider his welfare as a 
whole to be of paramount importance. 


[The End] 


mittee. Mill’s views were presented 
in a speech delivered before the Sev- 
enteenth Annual Federal Tax Dinner 
of the Federal Tax Forum, Inc., 
which was held in New York City 


on December 6. 


It was Mill’s conclusion that “much 
of the work of structural improvement 
in our tax system remains to be 
done,” and he hoped that his subcom- 
mittee would be authorized to continue 


its studies during the next two years. 





Tax Law Affecting Copyrights: 1954 


The author presents a sequel to her article which appeared in the April, 1955 


issue of TAXES. 


Since the passage of the ‘Eisenhower amendment”’ in 


1950, earnings from the sale of literary property have been considered income from 


personal services. 


The author points out the discrimination 


accorded the holders of copyrights as compared to the happy lot of the 
holders of patents, professional entertainers and movie makers, who may apply 


capital gain rates in many transactions. 


However, the decision in the recent Reece case may hold out some hope. 


T’S ABOUT TIME that we took another 
look at the tax treatment accorded to 
copyright property—things might have gotten 
better. But no—even from a hurried sur- 
vey it is clear that intellectual property con- 
tinues to be accorded the least favored tax 
treatment of any type of property in our 
fiscal scheme. 


In previous discussions of this subject I 
have pointed out the essentially hybrid 
character of copyright property. See “Tax 
Aspects of Copyright Property” in 1953 
Copyright Problems Analyzed and “Develop- 
ments in Tax Law Affecting Copyrights in 
1954” in Taxes for April, 1955. In the first 
of the two articles referred to, I traced at 
length the long search of the owners and 
creators of copyright property for capital 
gains. Of course, the great advantage of 
having something considered a capital asset 
taxwise is that if it is held for six months 
and then sold outright, the proceeds are 
taxed at a maximum rate of 25 per cent of 
the gain realized over the cost of the prop- 
erty, and not at the regular sharply gradu- 
ated income tax rates. 


Until 1950, literary properties could be 
bought and sold by their creators on a 
capital gains basis to a limited extent. The 
authors of such property were, by and 
large, precluded from such treatment on the 
theory that it was their ordinary trade or 
profession to deal in such properties. But 
donees of such professional authors, and 
amateur authors, as well as estates of de- 
ceased authors and purchasers of such 
property, not themselves in the writing 
business, could, if they proceeded properly, 
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get capital gains treatment. So it was. How- 
ever, all that stopped in 1950 following on 
the heels of President (then General) 
Eisenhower’s sale of the book subsequently 
known as Crusade in Europe. For some rea- 
son, President Eisenhower’s realization of 
a capital gain on that transaction (he was an 
amateur author and, therefore, did not come 
within the trade or proféssional rule re- 
ferred to above) convinced either the Treas- 
ury Department or Congress, or both, that 
here was a tax loophole that should be 
promptly plugged. 


Hence, in September, 1950, Congress 
passed the so-called Eisenhower amend- 
ment to the revenue act. The amendment 
is premised on the assumption that in the 
usual case the proceeds received from writ- 
ing a book or a play or a symphony are 
really a form of compensation for personal 
services. It provides that literary and other 
intellectual properties are not to be con- 
sidered capital assets for tax purposes when 
sold by their creators (whether amateur or 
professional) or by anyone to whom their 
creators have given them as a gift. In such 
cases, the new law said the proceeds from 
an outright sale of a literary or other intel- 
lectual property are to be taxed to the 
seller at the rate assigned his regular in- 
come tax bracket, not at the special capital 
gains rate. 


Thus, to this extent at least, earnings 
from the sale of literary property are con- 
sidered income from personal services when 
it comes to the benefits which such property 
would otherwise enjoy if it were considered 
a capital asset. 
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By HARRIET F. PILPEL 
Member of Greenbaum, Wolff & Ernst, 
New York City 


As against the Eisenhower amendment, 
which denies capital gains advantages to 
literary properties, it might be supposed 
that such properties would at least be ac- 
corded whatever slight advantages are given 
by the law to earned income from personal 
services, since presumably that is the basic 
theory of the Eisenhower amendment. In 
some circumstances, for example, earned in- 
come is considered “retirement income,” 
and retirement income, up to a certain 
amount and subject to certain restrictions, 
is exempt from tax. Unfortunately when it 
comes to such advantages of so-called 
earned income, literary property again is 
ruled out and, for the purposes of retire- 
ment income, literary property—like the 
pumpkin-coach in Cinderella—turns back 
into a capital asset. Revenue Ruling 55-636, 
1955-2 CB 17, provides: 


“Where . . . royalties are derived from 
the sale, leasing, or renting of a book, they 
are not paid for personal services actually 
rendered but are paid for the use or sale 
of property and do not come within the 
meaning of the term ‘earned income’ as 
used in section 37(d)(2)C of the Code.” 


There you are, and there copyright prop- 
erty, as usual, falls in between two stools 
and enjoys the worst of both worlds. 


However, in the last couple of years there 
has been one development which makes life 
a little simpler for the creator of copyright 
properties. The Internal Revenue Service 
has ruled for the first time that there can 
be transferred separately the right to ex- 
ploit copyright property in separate media. 
That is, motion picture rights, publication 
rights, dramatic production rights, etc., can 
be separately conveyed. The law had long 
been settled that an undivided interest in all 
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the rights in a copyright could be trans- 
ferred—a quarter interest, for example, or 
a half interest. If a copyright owner gave 
someone a half interest in a literary prop- 
erty as a gift, then even under the old law 
the income that would thereafter flow to 
that half interest would be income to the 
donee and the donor would not be taxed 
upon it after the date of the gift. However, 
this was not clearly established until the 
recent ruling referred to, in connection with 
the transfer of the right to exploit a copy- 
right in a particular medium. There. was 
authority looking both ways. Probably the 
predominant opinion was that if such a 
transfer were made, the income flowing on 
the part of the bundle of the rights trans- 
ferred (motion picture rights, for example) 
would still be taxable to the donor even 
though it went to the donee. It is clear 
that such a view had most unfortunate 
consequences for the donor, who would 
thus have to pay income tax on money he 
did not receive and might also have to pay 
gift tax as the money rolled in. 


Now all that is changed. The divisibility 
ruling recognizes the following as a gift 
effective to transfer future income on the 
part conveyed: 


“A grant of the exclusive right to exploit 
a copyrighted work in a medium of publica- 
tion or expression throughout the life of the 
copyright” provided the consideration paid 
“is not measured by a percentage of the re- 
ceipts from the sale, performance, or publi- 
cation of the copyrighted work” or “by the 
number of copies sold, performances given, 
or exhibitions made of the copyrighted 
work” and is “not payable periodically over 
a period generally co-terminus with grantee’s 
use of the copyrighted work. .” (Rev. 
Rul. 54-409, 1954-2 CB 174.) 


This divisibility ruling, of course, does not 
help authors or their donees insofar as capi- 
tal gains are concerned, but it does make it 
possible for them to shift income to some 
dependent of theirs in a lower tax bracket 
with reference to each separate medium of 
exploitation of the copyright. The ruling 
does, of course, have a further advantage 
for the few categories in whose hands a 
copyright can still be treated as a capital 
asset. Remember that the Eisenhower 
amendment denies the status of a capital 
asset to copyrights only when they are dis- 
posed of by their creators or donees of their 
creators. Notwithstanding the Eisenhower 
amendment, copyrights are still capital as- 
sets for capital gains purposes in the hands 
of estates of deceased authors and in the 


77 











hands of those who pay something to ac- 
quire them. In this connection the divisi- 
bility ruling means, for dead authors and 
for live purchasers of copyrighted property, 
that it is now possible to get capital gains 
treatment on sales of the right to exploit 
the copyright in each separate medium. 
However, as set forth in the ruling quoted 
above, the right transferred must be exclu- 
sive, the transfer must be for the life of the 
copyright, the price may not be dependent 
upon sales or proceeds and may not be paid 
periodically over the period of the grantee’s 
use of the copyright. 

Later we shall contrast these limitations 
with the present law as to the capital gains 
treatment of patents, but before going on to 
that a recent case should be noted in passing. 
The case, which came before the federal 
Court of Appeals for the Second Circuit, 
involved a claim on the part of George 
Santayana’s protégé, one Mr. Cory, that he 
was entitled to capital gains treatment on 
monies he received from Charles Scribner 
& Sons on account of their publication of 
Mr. Santayana’s book Persons and Places, 
which Mr. Santayana had given as a gift 
to Mr. Cory. The transaction had occurred 
before the Eisenhower amendment was 
passed so, at least as far as that was con- 
cerned, the arrangement could have been 
regarded as the sale of the capital asset. 
Also, Mr. Cory, himself, though a student 
of philosophy, was not a professional author, 
so he was not precluded from a capital gain 
because the transfer was in the ordinary 
course of his trade or business. But, alas, 
Mr. Cory lost the case anyway because the 
court regarded the transaction with Scrib- 
ner & Sons as a license in the form of a 
regular book royalty contract and not a 
sale. Judge Jerome Frank, speaking for the 
court, gave two reasons for this finding: 
(1) Not all publication rights were con- 
veyed—so serial rights were retained by 
Mr. Cory; and (2) the consideration paid 
was, of course, a royalty dependent on sales 
and not a flat sum. 

It was held that these two factors ren- 
dered the money Mr. Cory received ordi- 
nary income. Also, it is clear that the result 
under the recent divisibility ruling would 
have been the same. (Commissioner v. Cory, 
56-1 ustc J 936°, 230 F. (2d) 941 (CA-2).) 

As against this somber background of 
the place of copyrighted property in relation 
to our tax laws, we can now turn to the 
sunnnier skies of the treatment accorded to 
patents, which, until 1950 and the Eisen- 
hower amendment, had generally been con- 
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A word of caution: Though the 
courts have regarded as a capital 
transaction the transfer of the 
right to use a patent in a 
particular area or a particular 
industry, the summary of the 1954 
Code, prepared by the staff of the 
Joint Committee on Internal Revenue 
Taxation, says: ‘‘A license limited 
geographically or limited to 

certain uses of the patent would 

not be considered a sale." 


sidered to be in the same class as copyrights, 
at least so far as tax principles were 
concerned. 


In 1954 Congress enacted a new law 
relating to taxes on patents. Whereas the 
Eisenhower amendment in 1950 made it 
impossible for copyright creators ever to get 
capital gains treatment on the transfers of 
copyrights, the new tax law relating to 
patents makes it very difficult indeed for 
someone to make a transfer, whether it is 
called a lease, a license or a sale; it doesn’t 
matter if it is absolute or conditioned in a 
number of respects; above all, it doesn’t 
matter if the price paid is a lump sum or a 
royalty measured by the number of units 
made or sold or the amount of money re- 
ceived; it doesn’t matter when or how long 
the payments come in. 

Thus, in the recent case of King v. U. S., 
56-1 ustre 79157, 138 F. Supp. 207 (DC 
Tex.), it was held that an exclusive license— 
so called—to a shop right of a third party 
and providing for a reversion in the case of 
termination—was, notwithstanding all of 
that, a sale of a capital asset. 


Hence, the percentage of the license’s 
selling price paid to the licensor is capital 
gain, not ordinary income; the note con- 
trolling the contract referred to the parties 
as “Licensor and Licensee.” See also Hans 
Jordan, CCH Dec. 22,004, 27 TC—, No. 27, 
decided by the Tax Court on October 31, 
1956, which held that the fact that his 
employer had a shop right did not prevent 
a patentee from treating the amounts re- 
ceived under an assignment of his patent as 
long-term capital gain. The court said that 
the assignment was, notwithstanding the 
shop right, one of “substantial rights to a 
patent” under Section 117(q) of the 1939 
Internal Revenue Code, and that the shop 
right meant merely that the employer had 
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a nonexclusive right to use the invention. 
This is insufficient, held the court, to dilute 
the taxpayer’s “substantial right.” 

While the ruling is made under the 1939 
Code, Section 117(q) is substantially eqiva- 
lent to Section 1235 of the 1954 Code. 
Actually, this case involved the 1939 Code 
but clearly the same result would follow 
under existing law. 


Also, look at the Marco case decided by 
the Tax Court in December, 1955 (Vincent 
A. Marco, CCH Dec. 21,388, 25 TC—, No. 
68), holding that the transfer of the exclu- 
sive right to manufacture, sell and use the 
patented items in a specified geographical 
area were sales of capital assets, and gain 
on them was capital gain. 

Then there’s the Hudson case, also in the 

Tax Court, where the taxpayer had spent 
six years inventing a method for processing 
wool and had then sold his employer the 
right to use the process and to sublicense 
it. It was held that the monies he received 
from his employer were long-term capital 
gains and the fact that the taxpayer retained 
the right to use the process himself did not 
change the result. (Monie S. Hudson, CCH 
Dec. 21,622(M), 15 TCM 284.) 
_ A similar result followed in the Ruge case 
(Arthur C. Ruge, CCH Dec. 21,688, 26 TC 
138), where the Tax Court applied the 
capital gains tax to an inventor’s earnings 
from an assignment of his “entire right, 
title and interest” in his invention, even 
though he reserved the right to use the 
invention in his “consulting work” for 
others. Imagine such a result in a case 
involving a copyright owner! In the Crook 
case in the district court in Pennsylvania 
(Richard H. Crook v. U. S., 55-2 uste J 9736, 
135 F. Supp. 242), the court held that even 
though the taxpayer when he was alive had 
treated sums received for the use of his 
patents as ordinary income in the nature 
of royalties, his executors were entitled to 
treat the sums that came in after his death 
as capital gains. 

Perhaps the top point was reached in 
First National Bank of Princeton v. U. S., 
56-1 ustc $9203, 136 F. Supp. 818, decided 
by the federal district court of New Jersey 
on December 30, 1955, which held that the 
grant of an exclusive license to make use 
of and sell a patented invention in a single 
industry constituted the sale of a capital 
asset for tax purposes. 

A word of caution, however: Though the 
courts have thus regarded as a capital trans- 
action the transfer of the right to use a 
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patent in a particular area (see the Marco 
case, above) or a particular industry (see 
First National Bank of Princeton, above), the 
summary of the 1954 Code, prepared by the 
staff of the Joint Committee on Internal 
Revenue Taxation, says: “A license limited 
geographically or limited to certain uses of 
the patent would not be considered a sale.” 

Before we leave the happy hunting grounds 
of patents, let’s note also that the ordinary- 
course-of-his-trade-or-profession rule, which 
kept professional authors from getting capi- 
tal gains treatment even before the passage 
of the Eisenhower amendment, no longer 
applies to patent owners. Generally it is the 
law that anyone who sells his inventory— 
that is, something he is in the the trade or 
profession of selling—cannot get capital 
gains treatment. The piano or bond dealer 
who sells a piano or bond realizes ordinary 
income thereby, but not so the patent owner. 
Section 1235 of the Code makes no distinc- 
tion between amateur and professional in- 
ventors and provides for long-term capital 
gains treatment willy-nilly, even if a man’s 
sole business is developing and selling 
patents. 


We should note in passing, too, that even 
in cases coming before the courts which 
involve the tax treatment of patents under 
the law as it existed before the 1954 bill of 
rights given to patent owners, the courts do 
handsprings to insure the owners of patents 
that they won’t have to pay more than a 
25 per cent tax if they dispose of their 
patent. For example, both the district court 
in New Jersey and the district court in 
Texas have held that though a man is a 
professional inventor in one field, he may 
be regarded as an amateur inventor in another 
field for capital gains purposes. Contrast 
this with the Goldsmith case (Commissioner 
v. Goldsmith, 44-2 ustc J 9365, 143 F. (2d) 
466 (CA-2)), where the court held that 
although the author had never made a movie 
sale before, he was a writer and, thus, the 
movie sale fell within his ordinary business 
activity. 

Nobody—but nobody—does quite as well 
taxwise as the patent people, but the last 
couple of years have seen advances made 
by other categories of persons in fields of 
endeavor touching on copyright, and who 
are not themselves the creators of the copy- 
right. In what was really a miracle of tax 
planning, Jack Benny managed to get capital 
gain treatment on what, in other contexts, 
might have been regarded as compensation 
for personal services. He accomplished this 
through a network of contracts. No copy- 
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right creator has ever achieved such a 
happy result (CCH Dec. 21,315, 25 TC 197). 
Likewise, in a less publicized case, Pat 
O’Brien, the movie actor, achieved a capital 
gain through the use of a corporation. 
Actually, the device used was a collapsible 
corporation which no longer qualified for 
capital gains treatment since, in 1950, at the 
same time as the Eisenhower amendment 
was passed, a rather stringent law affecting 
collapsible corporations pretty much dried 
up this approach (CCH Dec. 21,355, 25 TC 
376). 


And it does not seem to be true that 
those who make movies (as opposed to 
those who write the works on which many 
movies are based) are also plagued by the 
Eisenhower amendment. The past couple 
of years have treated the movie makers 
quite well. When a motion picture producer, 
which normally distributes films on a rental 
or lease basis, sold a quantity of its own 
fully depreciated films in what was regarded 
as “one unusual and isolated transaction,” 
the Service ruled that the gain realized 
from ‘the sale should be taxed as long-term 
capital gain (Rev. Rul. 55-706, 1955-2 CB 
300). It was held that the 200 films sold 
were not stock in trade or property of a 
kind which would normally be held for sale 
to customers in the ordinary course of trade 
or business. The Service had no trouble at 
all holding that the sale, although it was of 
a copyrighted property, did not fall within 
the Eisenhower amendment because, it was 
said, the films “involved a multiplicty of skills 
and abilities, the combined efforts of numerous 
individuals . . . and the use of substantial 
amounts of capital.” 


For the Eisenhower amendment to apply, 
the Service stated that there must be an 
“artistic composition” “resulting from the 
personal efforts of a single individual.” 
What about the collaboration on a musical 
play which also involves “the combined 
efforts of numerous individuals” and the use 
of substantial amounts of capital? Could a 
musical production ever be disposed of on 
a capital gains basis, notwithstanding the 
Eisenhower amendent, on the theory that 
was applied to the movie producer? 


We have seen above that even under the 
Eisenhower amendment anyone who sells 
“an artistic composition” “resulting from 
the personal efforts of a single individual” 
can get capital gains treatment just so long 
as he did not create it or get it as a gift 
from its creator; hence, the case of Phil H. 
Ryan, who held an option to the story 
Fighting Father Dunn. This option he sold 


in return for 10 per cent of the net profits 
of the picture to be made from the story 
and his employment for $30,000 as director 
of the picture. Subsequently, he sold one 
half of his 10 per cent interest in the net 
profits and reported the sale as capital gain. 
“Okay,” said the Tax Court, “That’s what 
it is—capital gain.” It is immaterial whether 
the taxpayer, as the Commissioner contends, 
is in the business of buying and selling 
stories. What the taxpayer sold was not 
the story, but an entirely different asset, 
that is, half his interest in the net profits. 
Since he was not in the business of dealing 
in interests in the profits of motion pictures, 
what he had there was a capital asset, and 
profit on its sale was a capital gain (Pat 
O’Brien, cited above). It’s hard to figure out 
why authors can’t take advantage of this 
case, and it is to be hoped that those who 
are tired of being in the least favored tax 
category will see what they can do about it. 


Thus, everybody’s doin’ fine except the 
guy who writes the material. The patent 
owners can and do point to their new law 
and the very friendly treatment of them by 
the courts and the Commissioner even be- 
fore that law was passed. The professional 
entertainers have been doing well with their 
corporate devices. The makers of movies 
and the individuals who buy and sell stories 
written by someone else have come out all 
right, too. Only those who create the copy- 
righted properties are behind the eight ball 
when it comes to taxes, unless, of course, 
they happen to be dead, in which case their 
estates do get capital gains treatment. In 
addition, there are depreciation benefits that 
can be taken on literary properties after 
death, which can greatly reduce the tax bite 
with reference to them; whereas before the 
author dies, the rule is that the only cost 
the author can depreciate is actual capital 
outlay in securing a copyright ($4), includ- 
ing (it is stated) the cost of producing the 
work covered by the copyright. But it does 
not include any amount representing the 
value of the author’s time and labor. (I. T. 
1287, I-1 CB 28.) Soa live author gets no 
depreciation benefits at all in practical terms. 
He does, however, have a right to deduct 
liberally expenses incurred by him incidental 
to his profession of writing, and here he 
probably does no worse, and perhaps a little 
better, than the rest of the population. 


Also, authors can, as we have seen, shift 
the incident of some of their income, a 
prospect made more attractive by the recent 
divisibility ruling discussed above. And, of 
course, along with the patent owners (who 
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Authors can shift the incident of 
some of their income, a prospect 
made more attractive by the 
divisibility ruling discussed in 
this article. And, along with 
the patent owners, authors have 
a slightly better spread-back 
provision under the 1954 law 
than they had under the old law. 


seem not to be left out of any beneficial 
device), authors have a slightly hetter 
spread-back provision under the new 1954 
law than they had under the old law. To- 
day, in order for an author to avail himself 
of a spread-back on a particular work, the 
work need only have consumed 24 months 
—it used to be 36. There is still a 36-month 
limitation insofar as the number of years 
over which the income can be spread. Re- 
cent cases dealing with the spread-back 
make clear the importance of putting ideas 
down on paper just as soon as they germi- 
nate. In Beardsley v. U. S., 56-1 ustc § 9374, 
140 F. Supp. 541 (DC Conn.), the taxpayer 
tried to start the period of his labors run- 
ning for tax purposes from the time he 
began developing the idea for an invention 
in his mind. The court held that the start- 
ing date occurred when he first put some- 
thing on paper. Other cases make clear that 
the same goes for an author. 


Another partial consolation to authors can 
be the chameleon character of December 31. 
Recent, as well as earlier, cases demonstrate 
that if a purchaser of copyrighted property 
wishes to deduct the amount he pays in one 
year, but the author does not wish to re- 
ceive the amount until the next, then, bar- 
ring certain technical defects, if the check 
is mailed on December 31, the payor can 
deduct the amount in the year it was mailed, 
but the author does not receive it for tax 
purposes until the following year (see Eli 
B. Witt Estate v. Fahs, 56-1 ustc § 9534 (DC 
Fla.). 


Of course, theoretically at least, the au- 
thor can hope to get himself or his work 
libeled. If he recovers, not only is most 
of the recovery apt to be tax free, but his 
expenses in obtaining it, including his at- 
torneys’ fees, can be deducted as “ordinary 
business expenses.” This would seem to be 
the effect of the decision in the Paul Draper 
case (CCH Dec, 21,701, 26 TC 201). 


Few of the available avenues of tax re- 
duction are apt to make the lot of many 


Copyrights 


authors a really happy one when it comes 
to taxes, but there was one case decided 
recently (involving a patent, of course, but 
which may be applicable to copyrights) 
which may be the source of real tax relief 
in the future for authors. Reece v. Com- 
missioner, 56-1 ustc 7 9499, 233 F. (2d) 30 
(CA-1), concerned an inventor who had sold 
his rights in a patented article for cash and 
royalties from prospective sales. With the 
consent of the purchaser, he then made an ir- 
revocable gift of the royalty contract to his 
wife. Both the Tax Court and the court of ap- 
peals held that the royalties paid to the wife 
after the gift was made were taxable to the 
wife and not to the inventor—assignor of 
the contract. 


This decision has real implications of 
future tax relief for authors. Until the 
Reece case it had been thought impossible 
to shift the incidence of income under a 
contract—presumably any contract, not just 
a royalty contract. It was necessary, first, 
that a gift be made of the property which 
was to be the subject of the contract. Then 
the donee would make the contract, and the 
income under the contract would be income 
to the donee. If the contract was made 
first and then given away, if was assumed 
that income under it would still be income to 
the donor with a gift over to the donee. 
However, the Reece case—if it is to be be- 
lieved—contains seeds of hope that, in the 
future, authors may be able to make con- 
tracts, under which, if they find that they 
do not need all the money coming in for 
a particular work, they may be able to shift 
the income under the contract affecting 
that work so that, thereafter, income under 
that contract is income not to the author 
but to the person to whom he gives the 
contract. Query, also—what if the author 
sells the contract? Is it possible that the 
proceeds of the sale would be regarded as 
capital gain? The author wouldn’t be sell- 
ing a copyright or literary property within 
the meaning of the Eisenhower amendment. 
The sale would be of a contract and, on 
an analogy to the Ryan case mentioned 
before, who knows, this may be a way 
around the Eisenhower amendment. So 
often attractive precedents in connection 
with taxpayers other than copyright owners 
lose their force when copyright owners seek 
to employ them, but this time it might be 
different. 


Thus, there are glimpses of blue through 
the gray sky of the present tax treatment 
given to authors and donors of copyright. 
Yet, we may well ask the $64,000 question— 


81 











why are our creative writers, artists and 
musicians treated so much less well in re- 
lation to taxes than those who create our 
gadgets, than our professional entertainers, 
than our motion picture makers? The un- 
fortunate truth appears to be that authors 
have not heeded the admonition of one of 
the most famous among them, who said, 
“Why don’t you speak for yourself, John?” 
Although authors use their special skill and 
articulateness to plead for all good causes, 
usually without compensation for them- 
selves, they have rarely raised their voices 
on their own behalf. Furthermore, when 
efforts have been made to better their tax 
condition, they have often viewed such 
efforts askance and as a threat to their 
established ways of doing things. 

There have, in the last few Congresses, 
been several bills pending which would im- 
prove the authors’ tax lot as well as the tax 


condition of other 
Some of these have to do with averaging 
proposals; others deal with what are in 
effect individual pension plans through pro- 
fessional organizations; and there are other 


professional groups. 


proposals as well. Perhaps the copyright 
owners, who have not been able to make 
any progress on their own, will, in con- 
junction with other groups affected by such 
proposals as these, be more effective. In 
the case of such bills they are speaking not 
only dn behalf of themselves, but also on 
behalf of other important segments of the 
population, and this may lend them the 
eloquence and drive which they have been 
lacking when proceeding only on their own 
behalf. There is and should be “gold in them 
thar hills” of creative writing, art and music, 
and those who write our books, compose 
our songs and paint our pictures should 
take home a fair share of it. [The End] 


WASHINGTON TAX TALK—Continued from page 70 


Numerous introductions seek tax relief 
for small business. The most comprehen- 
sive program of small-business tax relief 
was a series of bills introduced by Senator 
Sparkman, of Alabama. Senator Spark- 
man’s major introduction (S. 352) would 
provide for a graduated corporate income 
tax. It would start with a tax rate of 5 
per cent on the first $5,000 of corporate 
net income and would end with a tax rate of 
55 per cent on all net income over $100,000. 
Other introductions of Senator Sparkman 
would extend the benefits of rapid deprecia- 
tion to purchasers of used equipment (S. 
351), would prevent the draining of the 
liquid funds of small, family businesses by 
granting an estate an election to pay the 
estate tax over a period of ten years (S. 
348), would permit the owner of an unin- 
corporated business to be treated as an 
employee under a qualified pension, profit- 
sharing or stock-bonus plan (S. 350) and 
would permit small corporations with ten 
or less stockholders, who are all active in 
the business, to be taxed as partnerships 
(S. 349). 


Among other proposals to provide tax re- 
lief for small business are the following: 


Allow corporations a $25,000 exemption 
and provide, for a combined normal and 
surtax rate of 38 per cent on a corporation 
having a taxable income of less than $50,000 
(H. R. 868); exempt $25,000 of corporate 
capital expenditure from income taxation 
(H. R. 870); raise the level of corporate 


income subject to the surtax to $50,000 and 
permit tax liabilities of less than $100,000 
to be paid in four equal installments (H. R. 
867); and provide for an optional one-year 
tax amortization of certain business pur- 
chases or improvements up to $50,000 
(H. R. 23). 


Bill introductions with a tax slant, of 
course, cover a wide range. Pertaining to 
the practice of tax consulting is a measure 
introduced by Representative Reed. His 
bill (H. R. 1220) would authorize the Secre- 
tary of the Treasury to prescribe regula- 
tions relating to the qualification of persons 
who assist taxpayers in determining federal 
tax liabilities. 


Excise taxes, particularly those on the 
transportation of persons and property, 
come under fire. Introductions would either 
wipe them out completely or would reduce 
their impact. The cries of state and local 
governments are heeded in a number of 
bills that would provide for federal reim- 
bursement of taxes not collected on feder- 
ally owned land. Antitrust enforcement 
would be boosted by a bill (H. R. 494) 
that would exclude from gross income dam- 
ages recovered under the antitrust laws. 


A proposed Bankruptcy Act amendment 
would release a discharged bankrupt from 
paying federal taxes owed (H. R. 1083). 

One bill (H. R. 1188) would compensate 
employers for their withholding expenses. 
Another would permit them to deduct social 
security taxes (H. R. 1208). 
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Amortization 


of Leasehold Improvements 
By VICTOR R. WOLDER 


If the landlord and tenant have a community of interests, the erection 
of a building on leased land may be very advantageous taxwise. 

The author, a New York City attorney, discusses such cases and gives the 
business purpose for such transactions which refute 

the contention that the transactions stand on community of interest only. 


‘THE PROBLEM of amortization of 

leasehold improvements is often not 
fully understood by the accountant, general 
practitioner and average businessman. 
Most often they do not take full advantage 
of it because at times it sounds too good to 
be true. It is of particular benefit in many 
closely held situations. It can be used to 
advantage in building up long-term capital 
gains in the future. It can likewise be of 
considerable advantage and benefit as part 
of estate planning; the moving of assets 
from one taxpayer to a related taxpayer 
without the payment of estate taxes and gift 
taxes; the transferring of income from one 
taxpayer to a related taxpayer; and the 
removing of assets from a corporation with- 
out the payment of income taxes thereon 
and, at the same time, receiving a deduction 
against income taxes. This was so under 
the 1939 Internal Revenue Code, and has 
remained so under the 1954 Code. While, 
under the 1954 Code, the rate of depreci- 
ation in early years is stepped up consider- 
ably over that allowed under the 1939 Code 
by reason of the use of the sum-of-the- 
years-digits method and the declining-bal- 
ance method, it can, nevertheless, be stated 
that as a general proposition the rate of 
exhaustion under the method of amortiza- 
tion of leasehold improvements is far quicker 
and superior. Most of the cases and author- 
ities which deal with this subject come under 
the 1939 Code, but the law was not changed 
by the 1954 Code and the decisions applying 
under the 1939 Code would be of equal 
applicability. 


Leasehold Improvements 


Regulation 1.167(a)-4 applicable to Sec- 
tion 167 of the 1954 Code says: 


“Leased property. Capital expenditures 
made by a lessee for the erection of build- 
ings or the construction of other perma- 
nent improvements on leased property: are 
recoverable through allowances for depre- 
ciation or amortization. If the useful life 
of such improvements in the hands of the 
taxpayer is equal to or shorter than the 
remaining period of the lease, the allow- 
ances shall take the form of depreciation 
under section 167. If on the other 
hand, the estimated useful life of such prop- 
erty in the hands of the taxpayer, deter- 
mined without regard to the terms of the 
lease, would be longer than the remaining 
period of such lease, the allowances shall 
take the form of annual deductions from 
gross income in an amount equal to the un- 
recovered cost of such capital expenditures 
divided by the number of years remaining 
of the term of the lease. Such deductions 
shall be in lieu of allowances for deprecia- 
tion. Capital expenditures made by 
a lessor for the erection of buildings or 
other improvements shall, if subject to de- 
preciation allowances, be recovered by him 
over the estimated life of the improvements 
without regard to the period of the lease.” 

The law is thus clearly stated in the 
regulation. Of course, with a constant flow 
of cases touching upon this subject, there 
are certain inherent problems. 

The problems encountered in a case 
where the lessee and the lessor are directly 


83 








or indirectly related to one another differ 
from a situation where the lessor is a com- 
plete stranger to the lessee. 


In a case where the landlord and the 
tenant are complete strangers to one an- 
other, the only question which appears to 
arise in the cases concerns itself with the 
presence of a renewal clause. The basic 
rule is that the entire cost of the improve- 
ment is to be written off over the original 
term of the lease, disregarding entirely the 
renewal clauses which appear in the lease. 
However, once the renewal clause is exer- 
cised or if, when the improvement is made, 
it is certain that the renewal clause will be 
exercised, then the cost is to be spread 
over the original term of the lease plus the 
renewal period. The rule is somewhat the 
same if the landlord and tenant are related 
to one another. However, there the tenant 
has the burden of establishing a business 
purpose or complete good faith so as to 
support the transaction. Specific examples 
are given in the cases which follow. 


Lease for term of five years, with three 
renewal periods; landlord a stranger.—In 
Aiken Drive-In Theatre Corporation, CCH 
Dec. 21,777(M), 15 TCM 684, the tenant built 
a drive-in theatre on leased grounds at a 
cost of about $55,000 and sought to amor- 
tize the cost over a period of five years. The 
normal life expectancy of the improvements 
varied from ten to 20 years. The lease of 
the property on which the taxpayer erected 
the drive-in theatre was for a period of five 
years with a further provision for three 
renewal periods of five years each. Section 
39.23(a)-10 of Regulations 118, then in 
effect, provided in part: 


“The cost borne by a lessee in erecting 
buildings or making permanent improve- 
ments on ground of which he is lessee is 
held to be a capital investment and not 
deductible as a business expense. In order 
to return to such taxpayer his investment 
of capital, an annual deduction may be made 
from gross income of an amount equal to 
the total cost of such improvements divided 
by the number of years remaining of the 
term of lease, and such deduction shall be 
in lieu of a deduction for depreciation. If 
the remainder of the term of lease is 
greater than the probable life of the build- 
ings erected, or of the improvements made, 
this deduction shall take the form of an 
allowance for depreciation. In cases in 
which the lease contains an unexercised op- 
tion of renewal, the matter of spreading 
such depreciation or amortization over the 
term of the original lease, together with 


the renewal period or periods, depends upon 
the facts in the particular case. As a gen- 
eral rule, unless the lease has been renewed 
or the facts show with reasonable certainty 
that the lease will be renewed, the cost or 
other basis of the lease or the cost of 
improvements shall be spread only over the 
number of years the lease has to run, with- 
out taking into account any right of renewal.” 


The above regulation was recognized as 
valid in the following cases: Morris Nach- 
man, CCH Dec. 17,072, 12 TC 1204; Stand- 
ard Tube Company, CCH Dec. 15,132, 6 TC 
950; Alamo Broadcasting Compa «y, CCH Dec. 
17,892, 15 TC 534; and Hens and Kelly, Inc., 
CCH Dec. 19,317, 19 TC 305. 


In upholding the right of the taxpayer to 
amortize the cost over the original five-year 
term of the lease, the court, in Aiken Drive- 
In Theatre, pointed out that whether the 
renewal period is to be added to the original 
term for purposes of computation “is to be 
determined in the light of the conditions 
existing at the end of the taxable year in 
question.” In this case, the president of the 
tenant testified that (1) it had been their 
intention to only operate the theatre for 
five years; (2) he did not believe the re- 
newal option would be exercised; and (3) 
the people who attended the theatre were 
transients in the sense that they were work- 
ing on the construction of an H-bomb plant 
and would move away as the job was com- 
pleted. This was corroborated by the fact 
that the theatre’s revenues constantly de- 
clined after the opening year. 


The court’s decision would have been 
different if the renewal option had been 
exercised or if there was reasonable cer- 
tainty. that it would be. Thus, in Morris 
Nachman, it was said: 


“Some of the uncertainty and confusion 
which the decided cases presented before 
1939 have now been allayed by the incorpo- 
ration of T. D. 4957, 1939-2 C. B. 87, in 
respondent’s Regulations. Regulations 111, 
sec. 29,23(a)-10. It is there generally pro- 
vided that where the facts show that the 
lease has been renewed, or that there is 
reasonable certainty that the lease will be 
renewed, the period should encompass not 
only the original term of the lease, but the 
renewal period. We recognized the correct- 
ness of this section of the regulations in 
Standard Tube Co., 6 T. C. 950, 955.” 


Lease for an indefinite period and renew- 
able from year to year; landlord a stranger. 
—In ‘the Standard Tube Company case, the 
taxpayer leased land and buildings from its 
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landlord in 1928. In 1936, it entered into a 
lease for a period expiring in two years and 
three months, ending December 31, 1938. 
Subsequently, the lease was renewed and ex- 
tended each year thereafter for a 12-month 
period. In 1936 and 1937, the taxpayer 
tenant spent $97,900 for machinery and 
equipment and $19,000 for certain building 
foundations and installation costs. Here 
the Commissioner claimed that since the 
original lease expired on December 31, 
1938, the entire cost should be written off 
during the term of the original lease. The 
taxpayer claimed that since the lease was 
of an indefinite period, the cost should be 
depreciated over the useful life of the assets. 
The court upheld the taxpayer saying: 


“The facts in the case at bar show that 
during the period of expenditure the peti- 
tioner was reasonably certain that its lease 
would be renewed, but that no definite term 
thereof was fixed or indicated. Therefore, 
the cost of such foundation and installation 


expenditures are depreciable over their use- 
FOL TR x65 


Lease for ten years with 15-year renewal 
period; landlord a stranger—In Alamo 
Broadcasting Company, the Tax Court (Judge 
Arundell) upheld the Commissioner’s con- 
tention that the amortization of certain capi- 
tal improvements on leased land should be 
spread over the total lease period, including 
renewal periods or the useful life of the 
assets—whichever was the shorter—and not 
merely over the original term of the lease 
as contended for the taxpayer. In this case, 
the taxpayer tenant had a lease for ten 
years, with a 15-year option to renew at the 
same rent. In reading its decision, the 
court followed a rule of law which is set 
forth in Mertens, Law of Federal Income 
Taxation, Section 29.93, to the effect that 
where a lease has both an original as well as 
an option for a renewal period, the cost of 
improvements by the tenant should be 
spread over both the combined original and 
renewal terms or the life of the assets, 
whichever is the shorter. However, this 
does not appear to be the correct rule 
standing by itself. Regulations 111, Section 
29.23(a)-10, point out: “As a general rule, 
unless the lease has been renewed or the 
facts show with reasonable certainty that 
the lease will be renewed, the cost . . . of 
improvements shall be spread only over the 
number of years the lease has to run, with- 
out taking into account any right of re- 
newal.” What is to be done “depends upon 
. the facts in the particular case.” In reach- 
ing his decision, Judge Arundell in the 


Leasehold Improvements 


Alamo case points out quite clearly that 
there probably would not have been such 
a substantial investment made by the tax- 
payer unless the taxpayer had intended to 
exercise its option to renew the lease. 


Amortization originally taken over initial 
plus renewal period; cannot be switched 
back to merely initial period; landlord a 
stranger.—In Hens and Kelly Company, the 
taxpayer’s predecessor, in 1922, originally 
made a lease on property with two renewal 
periods of 20 years each. In 1940, a new 
lease was drawn for a period of 22 years 
plus a renewal period of 20 years. A re- 
appraisal of the property was required be- 
for the renewal date of the lease. The tax- 
payer at all times intended to renew the 
lease. The taxpayer and its predecessor 
both amortized the cost over the original 
plus renewal periods. Later, in the taxable 
year, the taxpayer endeavored to change 
by spreading the cost over the balance of 
the original term, ignoring the renewal periods. 
Following the principle that actions speak 
louder than words, the court said that since 
it had always been the intention on the part 
of the taxpayer to exercise the option, the 
cost should be spread over both the original 
and the renewal periods. 


A retroactive agreement to renew does 
not necessarily require spreading amortiza- 
tion over a longer period; landlord a strang- 
er—In Fort Lewis Dairy v. Squire, 54-1 
ustc J 9396 (DC Wash.), the taxpayer made 
improvements on the premises leased from 
the government which, according to the 
terms of the lease, during World War II 
years would become the property of the 
government when made. Since there was an 
agreement between the government and the 
taxpayer that the cost of the improvements 
could be depreciated during the five-year 
term of the lease, the court held that the 
taxpayer should be permitted to deduct the 
undepreciated balance in the last year of 
the term, although the lease was renewed 
retroactively for another period of five 
years. 


Amortizing cost of liability accrued, but 
not actually spent; controlled landlord.—In 
Joseph N. Neel Company, CCH Dec. 20,516, 
22 TC 1083, the taxpayer, on April 23, 1948, 
entered into a lease for a period of seven 
years and eight months from February 1, 
1947. Under the lease, the taxpayer-tenant 
agreed to spend $250,000 for improvements 
to the property during the term of the lease. 
In the event the taxpayer-tenant did not 
spend the entire sum of $250,000 during the 
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term of the lease, it had to pay the landlord 
the difference between the amount spent 
and the $250,000. The lease contained a 
provision for two renewal periods of ten 
years each. In each of the years 1948 and 
1949, the taxpayer sought to amortize the 
sum of $250,000 spread over the original 
term of the lease, although it actually had 
expended no part of it. The Commissioner 
objected on the ground that the money had 
not been spent and the obligation to spend 
the money could not be amortized. The 
Commissioner further contended that since 
the landlord was related to the tenant, there 
was not arm’s-length dealing between the 
landlord and tenant. The tenant and the 
landlord were controlled by the same per- 
sons. The court held that since the taxpayer 
was on an accrual basis and the $250,000 
was a definite fixed obligation and was not 
contingent in any way, it had a right to set 
up the same on the books and to amortize 
it even before the money was actually spent. 


The court further held that, upon all the 
facts in the case, there was a reasonable 
degree of certainty that the petitioner would 
exercise its right of renewal at least for 
the first ten-year renewal period. Accord- 
ingly, the cost should be amortized over a 
period of 17 years and eight months instead 
of the original seven-year, eight-month period. 
On the other hand, the court said, there 
was no reasonable certainty that the tax- 
payer would exercise the second renewal 
period of ten years. Hence, the cost should 
not be spread over that period. 


The court carefully scrutinized the rela- 
tionship between the landlord and tenant. 
They were controlled by the same persons. 
The court went on to say, however, that 
while the actions of a family corporation or 
a family group should be carefully scrutin- 
ized, it is entirely conceivable that the rela- 
tions, each with the other or their respective 
personalties, may be such that they will 
deal with each other strictly at arm’s length. 
“In fact, it sometimes happens that their 
very nearness in blood leads them to 
be more independent in action than strang- 
ers in blood. We are constrained to hold 
upon the present record that the aggregate 
payment called for in petitioner’s lease with 
its related lessor is fair and reasonable and 
had the same result as arm’s-length nego- 
tiations between strangers.” 


Where the landlord and tenant have inde- 
pendent business purposes, the independent 
status of each is to be given recognition 
although the landlord controls the tenant.— 
In Fort Wharf Ice Company, CCH Dec. 


20,644, 23 TC 202, the petitioner, on Novem- 
ber 15, 1945, entered into a lease for ten 
years beginning July 1, 1946. There was no 
provision of extension or renewal of the 
term. The buildings and equipment erected 
were to pass to the landlord at the end of 
the lease. The buildings and equipment, 
worth $565,000, were erected and placed on 
the leasehold. The petitioner thereupon 
amortized its cost over the ten-year period 
of the lease. The Commissioner of Internal 
Revenue challenged this on the grounds that 
(1) there were interlocking directorates 
between the landlord corporation and the 
tenant corporation; (2) all of the corporate 
officers in all the interested corporations 
were the same; and (3) three men and their 
wives directly or indirectly had substantial 
stock interest in all the corporations in- 
volved. In other words, the Commissioner 
challenged the bona fides of the companies 
and their shareholders. 


The court first pointed out the rule of 
law involved to be applied as follows: 


“Ordinarily a taxpayer who makes im- 
provements of a capital nature on property 
that is used in his trade or business is al- 
lowed a deduction for depreciation based 
on the useful life of the improvements. As 
an exception to this rule, if a taxpayer 
makes improvements on property of a capi- 
tal nature in a situation where he will lose 
the ownership or control of that property 
before the usefulness of the assets is ex- 
hausted, he will be allowed to amortize the 
cost of the improvements over the period 
during which he has the ownership or con- 
trol of the property. Such a situation arises 
when a lessee for a term of years makes 
capital improvements to the leasehold, hav- 
ing a longer economic life than the term of 
the lease, which will pass to the lessor at 
the end of the lease period. Hess Brothers 
[CCH Dec. 2634], 7 B. T. A. 729. See also 
Jos. N. Neel Co., 22 T. C. 1083; Regs. 111, 
sec. 29.23(a)-10. This exception to the general 
rule is justified because otherwise the tax- 
payer would either be unable to recover his 
basis or would be forced to take dispro- 
portionate loss at the time when he loses 
the improvements. 


“A lessee is not always entitled to amor- 
tize the cost of such capital improvements. 
For example, when the lease is for an 
indefinite period of time and there is no 
way to determine the proper period for 
amortization purposes, depreciation over the 
useful life is required. B. Kirk Rankin [CCH 
Dec. 5581], 17 B. T. A. 1301; Elmira Arms 
Co. [CCH Dec. 2622], 7 B. T. A. 703.” 
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The court, however, thereupon overruled 
the Commissioner’s contention, upheld the 
taxpayer, and said: 


“In effect, he challenges the bona fides 
of the companies and their shareholders in 
the premises. However, the record in this 
case convinces us to the contrary. The peti- 
tioner company was not a mere sham, it 
was an operating company actively engaged 
in a legitimate business. Likewise, the other 
companies. They were all independent en- 
tities, each having an independent status 
in operation and each being engaged in a 
different phase of the fish business. Re- 
spondent cites neither statute nor case in 
support of his position, and we have been 
unable to find such by independent research. 


“The contract of lease fixed a term of 
10 years. There was no provision for a 
renewal or extension. At the end of 10 
years the improvements on the property 
were to go to the lessor. To avoid serious 
loss in the final year, petitioner asks amor- 
tization over the 10-year term of the lease. 
Our decision in Hess Brothers, supra, is 
squarely in point, even to the length of the 
term. See also John Junker Spencer [CCH 
Dec. 19,422], 19 T. C. 727. In the factual 
situation before us the claimed deduction for 
amortization is reasonable, and it is accord- 
ingly allowed.” 


In Bonwit Teller & Company, 5 ustc { 1536, 
2 ustc J 797, 53 F. (2d) 381, decided by the 
United States Court of Appeals for the 
Second Circuit, there was a combined ques- 
tion of valuation and of a period of time 
over which a building should be amortized 
considering the value of the property. The 
particular question was the valuation of a 
lease for the purpose of calculating deduc- 
tions to be allowed for exhaustion. The tax- 
payer was the lessee of improved premises; 
the lease ran for a term of 21 years from 
October, 1911. Rental was very favorable, 
according to the taxpayer’s contention, so 
that it claimed that on March 1, 1913, the 
lease had a fair market value of approxi- 
mately $1 million. The Board of Tax Ap- 
peals found that the market value of the 
leasehold on March 1, 1913, was the sum 
of $350,000, and that this sum should be 
exhausted not only over the period of the 
original term of the lease, but also over an 
additional term of 21 years which the lessee 
had the option to obtain at a rental to be 
determined upon an appraisal of the prop- 
erty to be made at the time of renewal. In 
part of its determination overruling the 
Board of Tax Appeals and reversing and 
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remanding the case for a new determination, 
the Court of Appeals for the Second Circuit 
held that the value of the building on the 
premises was to be amortized over the bal- 
ance of the original term of the lease; no 
portion of the renewal term was to be 
included in the amortization period. The 
court pointed out that the renewal privilege 
had not been exercised and may never be 
and, further: “If the option should be ex- 
ercised at the end of the existing term, 
there will be created a new term (new prop- 
erty) to be thereafter used in the business. 

j we see no basis for extending the 
period of exhaustion beyond the end of the 
{original] term a 


Conclusion 


A reading of all of the cases indicates 
that there is no hard and fast rule to be 
applied to all cases. Taxpayers have troubles 
with respect to amortizing leasehold im- 
provements even in instances where the 
landlord and tenant are complete strangers 
to each other. It is certain, however, that 
the taxpayers, in their cases, have stood up 
well in court against the Commissioner’s 
contentions. It seems that no matter how 
closely related the landlord and tenant are, 
the tenant-taxpayer may amortize the cost 
over the original term of the lease so long 
as there is any reasonable business basis 
for setting up the transaction in the way 
that it is ultimately set up. In other words, 
it normally does not make too much sense 
for a closely held corporate taxpayer to buy 
land, build a plant on it and be forced to 
depreciate the plant over a period of 40 
years when the sole stockholder or his wife, 
children, or a trust could buy the land and, 
as the owners thereof, lease it to the cor- 
poration at a fair rental by way of a ground 
lease for a period of ten years. The cor- 
poration thereupon could build a plant on 
it and amortize the cost of the new plant 
over a period of ten years. Besides the 
advantage of a quick write-off to the cor- 
poration, there are other advantages. For 
one thing, at the end of the ten-year period, 
the landlord now owns the land with the 
improvement on it. This improvement or 
the value thereof does not constitute income 
to the landlord until such time as the 
landlord sells the property. 

Section 109 of the 1954 Internal Revenue 
Code states: “Gross income does not in- 
clude income (other than rent) derived by 
a lessor of real property on the termination 
of a lease, representing the value of such 
property attributable to buildings erected or 
other improvements made by the lessee.” 
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Of course, if a lease provides that the ten- 
ant has the obligation to build a building 
or make certain improvements on the land, 
and it is intended that these improvements 
should constitute rent, then it is conceivable 
that the improvement might have to be 
taken in as rent by the landlord when the 
improvement is made. (Compare Helvering 
v. Bruun, 40-1 ustc $9337, 309 U. S. 461. 
See also Blatt v. U. S., 38-2 ustc 9599, 305 
U. S. 267.) But in a case where there is no 
obligation of any kind or nature on the 
part of the tenant corporation to erect a 
building on the land (even in a closely held 
situation), it is not readily conceivable that 
the Commissioner could make out a case 
that the improvements by the tenant should 
constitute income to the landlord at the 
time the improvements are made. 


The second advantage, of course, is that 
at the end of the original term of the lease, 
the landlord is in a position to lease the im- 
proved land back to the corporation or to 
another tenant at a much higher rent. In 
the normal situation when the land is leased 
to the corporation by the closely related 
landlord, the lease is usually a net lease 
requiring the tenant to pay the taxes and 
any carrying charges with respect to the 
land, and it also requires the tenant to pay 
a net rent to the landlord of an amount 
which perhaps may be from 6 per cent up 
to 10 per cent of the fair market value of 
the land at the time a lease is made. But 
when the new lease is made, the rent is 
based on the then fair market value of the 
property with the improvement on it. 


In many instances, the proprietor of a 
corporation, recognizing that his corporation 
is growing and that a day will come when 
a new plant must be built, will acquire land 
several years in advance of the time the new 
plant is to be erected. In this way he will 
have his “landlord set-up” on the piece of 
land acquired well in advance of the making 
of the lease with the closely held related 
corporation. If, by chance, there has been 
an appreciation in the value of the land 
between the time it is acquired and the 
time that the lease is made, the rental may 
be based on a fair value of the land at the 
time the lease is made instead of on the 
cost. In many industrial areas, land values, 
in three, four or five years, have sometimes 
doubled and tripled. 


Of course, too, in the closely related situ- 
ation, the ownership of the land may be 
set up in corporate form or set up in a 
trust. Thus some individuals tie these situ- 
ations in with their estate planning. For 


example, Mr. Jones acquires two acres of 
land for $30,000 in his own name and leases 
it to his corporation for ten years; the cor- 
poration erects a building thereon at the 
cost of $200,000. By the end of ten years, 
the corporation will have deducted the en- 
tire cost of the building. Let us assume that 
at the end of the said ten-year period, the 
land with the improvement thereon has a 
fair market value of $150,000. Mr. Jones’s 
estate then has an asset in it of $150,000. 
On the other hand, if a trust, originally set 
up for Mr. Jones’s children or family, be- 
comes the owner of the land, and Mr. Jones 
has no income or reversionary interest un- 
der the trust, then, after Mr. Jones dies, this 
asset will not be in his estate. The appre- 
ciation which has taken place over the pe- 
riod of the ten years is neither directly nor 
indirectly included in Mr. Jones’s estate. 


Some Business Purposes 


In any transaction where there is a close 
relationship between the landlord and the 
tenant, or a community of interest between 
the landlord and the tenant, the courts will 
view all of the facts and circumstances to 
see whether the transaction is a sham or 
whether there is some business purpose for 
what the parties have done. No citation or 
authority is necessary to establish the propo- 
sition that tax avoidance alone is not suf- 
ficient for refusing to give recognition to a 
transaction. What reasons, then, do cor- 
porations give for establishing the business 
purposes behind a transaction such as this? 
A few of the reasons follow: 

(1) Many corporations, when they want 
to build and equip a new plant, do not have 
sufficient financing and capital to swing the 
deal. In many instances the corporations 
can get a large portion of the supplemental 
financing only from the parties who own or 
control the corporation. Hence, to the ex- 
tent that cash is used by the landlord and 
not by the corporate tenant-taxpayer to buy the 
land, the necessity of the corporation using 
cash for this purpose is eliminated. 

(2) It is also necessary at times for the 
corporation to seek out the personal credit 
of the individual behind the corporation to 
advance the corporation additional funds 
to buy machinery and equipment to go into 
the new plant. 

(3) A corporation puts up a new plant in 
the expectancy that business will continue 
to grow and expand. Therefore, the cor- 
poration desires to keep available to itself 
as much of its working capital as possible 
and, hence, it desires not to use cash for 
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the acquisition of land which would be a 
fixed unproductive asset. 


(4) Many times a corporation which has 
several plants will build a new plant to con- 
solidate its position under one roof. Many 
times the amortization of the new plant, 
spread over a period of the term of the lease 
(such as ten years), will come to a lesser 
figure than the rent the corporation had 
been paying on the leases for the various 
plants which it had been renting from 
strangers. 


(5) Some companies have the experience 
of rapid growth and expansion. Based upon 
their history, they may find that they have 
been moving their plant or expanding every 
five or ten years. Hence, they find no neces- 
sity for tying themselves down with a 
capital improvement which they would write 
off over a period of 40 years when they 
know that they are going to need some- 
thing new by the end of a ten-year period. 


(6) Many companies will build in highly 
industrialized areas. Nuclear energy and 
atomic energy are becoming important fac- 
tors. A corporation building a new plant 
may not want to be tied down to land and 
buildings of which it may not be able to 
readily dispose if it wants to move its plant 
to a new industrial area that has sprung up 


because of the erection of a nuclear energy 
plant which is supplying power. 


(7) On the other hand, a corporation 
building a plant in a highly industrialized 
area may not like the area at the end of 
ten years because if there is erected in the 
general area a nuclear energy power plant, 
it may become a military target. Hence, the 
corporate taxpayer may not want to be tied 
down to this area. 


(8) A corporate taxpayer may have sub- 
stantial business now, and business condi- 
tions look good for perhaps three, four or 
five years. On this basis it may be willing 
to go into a program whereby it can write 
off a new plant over a period of ten years 
and know that it can stand the financial 
burden taxwise. However, if it has to write 
off the building over a period of 40 years, 
it may not want to run the risk of being 
able to finance it over that period. 


There are also many other reasons which 
will present themselves to the mind of the 
reader. Each case depends upon its own 
particular set of facts. But it can be said 
with certainty that if there is good business 
reason available for erecting a building on 
leased land, particularly where the landlord 
and the tenant have a community of interests, 
the tax advantages are many. {The End] 


CASE OF THE WELL-STOCKED WIFE 


The taxpayer canceled his proposed 
trip to court to fight a federal negli- 
gence penalty when his wife threatened 
a trip to Reno. The wife’s abhorrence 
of publicity came to the aid of the 
Internal Revenue Bureau in this case, 
another in the series of “Cases That 
Never Reached Court” sent to us by 
Lewis Gluick, Miami CPA. The case 
occurred before 1948. 

As far as the taxpayer knew, his 
pretty wife had no income of her own, 
so he prepared a joint income return 
on that basis. Actually, however, his 
wife owned a large block of stock— 
a bequest from a rich uncle—ard was 
receiving substantial dividends there- 
from. When internal revenue agents 
appeared, they wanted to know why 
the dividends had never appeared on 
the joint tax return. The taxpayer 
was faced with the tax, interest and 
penalties. He was willing to pay the 
tax; he was willing to pay the inter- 
est; but he balked at any penalty, 
either a 5 per cent penalty fo. negli- 
gence or a 25 per cent penalty for 
fraud. 
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The taxpayer’s attorney informed 
him that he probably could get the 
fraud penalty dropped; and he ad- 
vised him against taking the negli- 
gence penalty to court and thereby 
going on record as having been duped 
by his wife. 

When the taxpayer’s wife was faced 
with her husband’s contention that 
she should pay the tax and interest 
involved, feminine logic won her a 
reprieve. Initially incensed against 
the government for giving away her 
secret, she denied liability for the tax 
on the basis that since the husband 
paid the taxes on their house, which 
was in her name, he should pay the 
taxes on the stock, too. Her threat to 
go to Reno if the taxpayer fought the 
negligence penalty and let the “world” 
know about the matter kept the case 
out of court, since the taxpayer had 
been married long enough to know 
she meant it. 

Mr. Gluick notes that a few cynics 
find this case funny, until they are 
asked to put themselves in the tax- 
payer’s place. 
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| By F. & KocH 


Remuneration from Employment and§f| 


eb LIABILITY of nonresidents to 
United Kingdom income tax in respect 
of their earnings from employment in the 
United Kingdom has been the subject of 
two articles in Taxes. The tax position 
as stated then has been fundamentally 
changed by the Finance Act, 1956, of Au- 
gust 2, 1956. 


Before the act came into force, the liabil- 
ity to tax of nonresidents depended on 
whether or not the “employment was exer- 
cised within the United Kingdom.” (Sec- 
tion 122, subsection 1(a) (iii) of the Income 
Tax Act, 1952.) In contrast, however, to 
the provision of Sections 861 (a) (3) and 
862 (a) (3) of the United States Internal 
Revenue Code of 1954, United Kingdom law 
did not consider employment as “exercised” 
where its duties were performed. “The locality 
of the source of income is not the place where 
the activities of the employee are exercised, 
but the place either where the contract for 
payment is deemed to have a locality or 
where the payments for the employment 
are made, which may mean the same 
thing.”* This principle of United King- 
dom law was stated in a case of an Ameri- 
can resident of the United Kingdom* who 
performed part of the duties of his employ- 
ment there. He was employed by an 
American company, resident in the United 
States, and received his remuneration abroad. 
It was held that his income from his em- 
ployment was a “foreign possession” and 
therefore not taxable under Schedule E to 
its full extent, but under Schedule D, Case 
V, only to the extent to which it was re- 
mitted to the United Kingdom. On the 
other hand, where the duties of the em- 
ployee were wholly or mainly performed 
abroad, but the remuneration could be 


claimed only in the United Kingdom, it 
was held that the employment was “not 
shown to be wholly out of the United 
Kingdom, the whole of his income not to 
be overseas.” * 

The location of the source under United 
Kingdom law depended on all essential as- 
pects of the contractual relationship between 
the employer and the employee, such as 
the place of payment, place whcre the con- 
tract was made, where the employer resided 
and where the services were performed. 
There was no statutory rule, and the courts 
had to decide each individual case according 
to its facts and “according to the balance 
of what seem to be the relevant consider- 
ations.”* The Royal Commission in its final 
report regarded “this state of affairs as 
unsatisfactory” and stated: ‘There ought 
to be some statutory rule that will at any 
rate help to clear® the ground in the case 
of employments. In our view the place 
in which the work is done is much the 
most important single test of the locality 
of an employment, though it is the one 
to which the Courts have hitherto given 
least weight, if indeed they have not treated 
it as having no weight at all.” 


Provisions of 1956 Act 


The Finance Act, 1956, Section 10, though 
not accepting all recommendations of the 
Royal Commission,® introduced the follow- 
ing new principles which will apply from 
the year of assessment, 1956-1957, onwards: 

(1) Employment is regarded as a FOR- 
EIGN source: 

(a) where the duties of employment are 


performed WHOLLY outside the United 
Kingdom (Case I);" 








iF. E. Koch, ‘‘Taxable Income of Nonresi- 
dents in the United Kingdom,’’ 26 TAXxEs 847 
(September, 1948); ‘‘Liability of Americans to 
Tax on Income from Employment and Pro- 
fession in the United Kingdom,”’ 27 Taxes 461 
(May, 1949). 

2 Romer L, J. in Bennet v. Marshall, [1937] 22 
Tax C. 37. 

* Confirmed by the House of Lords in 1953 in 
the case of Bray v. Colenbrander and Harvey 
v. Breyogle, 34 Tax C. 138. 
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* Pickles v. Foulsham, [1923/25] 9 Tax C. 261. 

5 Final Report of the Royal Commission on 
the Taxation of Profits and Income, p. 93. 

* Final report cited at footnote 5, at p. 95, 
Sec. 305, and p. 336 (20). 

* Where an office or employment is in sub- 
stance one of which the duties fall in the year 
of assessment to be performed outside the 
United Kingdom, then any duties performed 
in the United Kingdom only incidentally to the 
performance of the other duties outside the 
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18 Profession in the United Kingdom 


The tax conventions between the United States and the United Kingdom have 

added to the importance of determining the correct location of sources of income. 
Mr. Koch, a certified accountant in London, discusses the changes made 

in United Kingdom law in this respect by the Finance Act, 1956, which has adopted 
the rule that the character of employment, as a foreign or domestic source of income, 
depends upon where the duties of the employment are performed. 


(b) where the duties are performed WITH- 
IN the United Kingdom; 


(i) if the employer is a person who is 
not resident in the United Kingdom; and 


(ii) if the employee is not domiciled there. 


(2) Foreign emoluments (as defined unter 
(1)) are chargeable to United Kingdom 


income tax if the employee is resident in’ 


the United Kingdom, but only to the extent 
to which they are received in the United 
Kingdom.’ (Schedule E, Rule 1, Case III.) 


(3) Emoluments for services which are 
WHOLLY or PARTLY performed within 
the United Kingdom and are not performed 
for a person not resident in the United 
Kingdom and by a person domiciled there 
(as stated unter (1)(b)) are liable to tax: 

(a) if the employee is resident AND 
ordinarily resident in the United Kingdom 
to their full extent under Case I of Schedule 
E; 

(b) if the employee is resident, but not 
ordinarily resident: 





(Footnote 7 continued) 

United Kingdom shall be treated as performed 
outside the United Kingdom. (Second Sched- 
ule to Finance Act, 1956, par. 5.) 

* The Second Schedule to the Finance Act, 
1956, par. 8, provides that ‘‘for the purposes 
of Case III emoluments shall be treated as 
received in the United Kingdom if they are paid, 
used or enjoyed in or in any manner or form 
transmitted or brought to the United Kingdom, 
and section twenty-four of the Finance Act, 
1953 (under which income applied outside the 
United Kingdom in payment of debts is, in cer- 
tain cases, treated as received in the United 
Kingdom) shall apply as it applies for the pur- 
poses of subsection (3) of section one hundred 
and thirty-two of the Income Tax Act, 1952."’ 

*A nonresident person is no longer liable to 
income tax in respect of his remuneration as 
director of a company resident in the United 


United Kingdom Taxation 


(i) in respect of remuneration for duties 
performed im the United Kingdom under 
Case II of Schedule E; 


(ii) in respect of remuneration for duties 
performed outside the United Kingdom to 
the extent to which it is received in the 
United Kingdom (Case III); 


(c) if the employee is not resident in the 
United Kingdom: 

(i) in respect of duties performed in the 
United Kingdom under Case II of Schedule 
E only ;° ‘ 

(ii) there is no liability to tax in respect 
of duties performed outside the United King- 
dom. 


The Finance Act, 1956, has thus adopted 
the rule that the character of employment, 
as a foreign or domestic source of income, 
depends on where the duties of the employ- 
ment are performed. Where the employ- 
ment is a “foreign possession,” liability to 
tax is restricted to residents and to the re- 
muneration which is received in or remitted 


Kingdom unless he performs any duties of his 
office within the United Kingdom. Paragraph 
6 of the Second Schedule to the act provides 
that not, as before, the duties ‘‘of every public 
office’ (including that of a company director), 
but only ‘‘the duties of any office or employ- 
ment under the Crown which is of a public 
nature and of which the emoluments are pay- 
able out of the public revenue of the United 
Kingdom or of Northern Ireland; and any 
duties which a person performs on a vessel en- 
gaged on a voyage not extending to a port out- 
side the United Kingdom, or which a person 
resident in the United Kingdom performs on 
a vessel or aircraft engaged on a voyage or 
journey beginning or ending in the United 
Kingdom, or on a part beginning or ending 
in the United Kingdom of any other voyage or 
journey”’ shall be treated as performed in the 
United Kingdom. 
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to the United Kingdom. Remuneration for 
duties performed within the United Kingdom 
is liable to tax to its full extent regardless 
of whether or not the employee is resident 
in the United Kingdom. 


However, in order not to upset the tax 
position of persons who are employed in the 
United Kingdom in the service of foreign 
employers” and who under the former 
law were considered as deriving their in- 
come from a foreign source and, therefore, 
if resident, as taxable only under Schedule 
D, Case V, on the remittance basis, a special 
provision was added to the bill in its com- 
mittee stage for the purpose of restricting 
the tax liability of persons performing duties 
in the United Kingdom who, though resi- 
dent there, are not domiciled in the United 
Kingdom and are employed by foreign 
firms. In contrast to other persons per- 
forming duties of employment in the United 
Kingdom, who have their domicile there or 
who are employed by residents of the United 
Kingdom, they are subject to tax only in 
respect of that part of their remuneration 
which they receive in the United Kingdom.” 


“Mixed” employment, whose duties are 
performed partly within and partly outside 
the United Kingdom, is considered as a 
domestic source if the employee is resident 
and ordinarily resident in the United King- 
dom. Otherwise the employee who is resi- 
dent is chargeable to the remuneration in 
respect of his duties performed in the United 
Kingdom to its full extent and to the re- 
muneration in respect of the duties per- 
formed outside the United Kingdom on the 
remittance basis. The nonresident is only 
chargeable in respect of the remuneration 
for duties performed in the United King- 
dom (unless the special rule for employment 
in the service of nonresident persons ex- 
empts him from tax altogether). 


“Residence” and “Domicile” 


(1) Whether a person is resident in the 
United Kingdom is a question of fact. The 
new act includes two provisions regarding 
facts which shall be regarded as establish- 
ing “residence”: 


(a) For the purposes of Cases I-III 
of Rule 1 of Schedule E, “a person, who 
is in the United Kingdom for some tem- 


porary purpose only and not with the in- 
tention of establishing his residence there, 
shall not be treated as resident in the United 
Kingdom if he has not in the aggregate 
spent at least six months in the United 
Kingdom in the year of assessment, but 
shall be treated as resident there if he has.” 
(Second Schedule to Finance Act, 1956, 
Paragraph 3.) 


(b) It is the established practice of the 
Board of Inland Revenue to consider a 
person who maintains a place of abode in 
the United Kingdom as resident for any 
year in which he pays a visit, however short, 
to the United Kingdom. The act provides 
that persons who work full-time in office 
or employment and perform all the duties 
of their office or employment outside the 
United Kingdom shall not be regarded as 
resident in the United Kingdom on the 
ground that they have any place of abode 
maintained there for their use.” 


The act does not interfere with another 
principle applied by the Board of Inland 
Revenue: 


A visitor who habitually visits the country 
for substantial periods becomes a resident, 
even if he does not maintain a place of 
abode or spend in the United Kingdom six 
months in all in the tax year. For this 
purpose, visits are treated as “habitual” if 
they have occurred in four more-or-less-con- 
secutive years, and “substantial” if they 
have averaged three months a year, 


(2) A person is “ordinarily resident” if 
he is resident in the United Kingdom ac- 
cording to the usual order of his life.” 


(3) “Domicile” has been defined by the 
first report of the Private International Law 
Committee (Cmd. 9068 of February, 1954) 
as “the country in which he has his home 
and intends to live permanently.” This 
may be the “domicile of origin,” which the 
law confers on him at his birth, or the 
“domicile of choice,” which he may subse- 
quently acquire. In order to acquire a 
new domicile “two elements must be pres- 
ent: (1) residence, and (2) intention to 
remain permanently.” 

It is obvious that those classes of persons 
resident in the United Kingdom and em- 
ployed in the service of nonresident firms 
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%” Established by the decisions in Bennet v. 
Marshall, cited at footnote 2, and Bray v. Colen- 
brander and Harvey v. Breyogle, cited at foot- 
note 3. 

11 See footnote 8. 
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“Finance Act, 1956, Sec. 11, subsec. (3), 
provides that any duties performed in the 
United Kingdom, the performance of which is 
merely incidental to the performance of the 
other duties outside the United Kingdom, shall 
not be taken into account. 

48 Report cited at footnote 5, at p. 92. 
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Net Operating Loss Deduction 


By MARJORIE J. WILLIAMS 


Recently the Overly decision followed Lagreide, which in turn upset 

the Luton decision. These decisions involve 

the operating loss deduction and views of five dissenting Tax Court judges. 
The author reviews the history of the pivotal cases in this 

tangle of business and nonbusiness income and loss deductions, 

ending with a plea of return to clarity and Luton. 


N DECEMBER OF 1954, the Tax Court 

of the United States did an abrupt about- 
face and concluded that salary income of an 
employee was trade or business income for 
the purpose of computing the operating loss 
deduction. Since the court’s earlier decision 
(Joe B. Luton, CCH Dec. 19,217, 18 TC 1153) 
—that salary income was not normally trade 
or business income—had been reviewed by 
the 16 members of the court, and since the 
new decision was reviewed by the court 
with five dissents, it is apparent that we 
have a tangled situation. The knot con- 
sists of three main threads and a historical 
review of each thread renders the problem 
more understandable. 


The first thread is a line of decisions as 
to whether or not salary income was trade 
or business income for the purpose of allow- 
ing deductions for expenses thereof as trade 
or business deductions. In each of the two 
basic cases (Peoples-Pittsburgh Trust Com- 
pany, CCH Dec. 6517, 21 BTA 588, and 
Ralph C. Holmes, CCH Dec. 10,029, 37 BTA 
865), decided in 1938, the taxpayer was a 
chief executive of a corporation, and in each 
case he imcurred expenses of an unusual 
nature in defense of his activities. Judge 
Black, who wrote the court’s opinion, con- 
cluded that these individuals, though em- 
ployees, were incurring the risks and 
responsibilities of running a business, They 
certainly were! Their income was very 
high for a salary, being more nearly com- 
parable to a business risk return than a 
service rate. Their income varied from 
year to year, presumably in relation to 
profits. Finally, they incurred risks unusual 
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for an employee. One was sued for con- 
spiracy to defraud the United States out 
of taxes payable by the corporation. The 
corporation did not reimburse him for his 
defense costs. All in all, the court’s opinion 
seemed to be that, although employed and 
working full-time for one entity, their serv- 
ices were more nearly professional than 
employee services and could reasonably be 
classed as business income. 


Congress apparently did not agree and, 
in 1944, changed the 1939 Code to allow 
trade or business deductions only “if such 
trade or business does not consist of the 
performance of services by the taxpayer as 
an employee.” (Code Section 22(n).) In 
explanation of this, the committee reports 
state: “The only expenses in connection 
with his employment which are deductible 
by an employee, as distinguished from an 
individual entrepreneur, are those which he 
incurs for travel, meals, and lodging while 
away from home, or those for which he is 
reimbursed directly by a separate payment 
by his employer.” (1944 CB 839.) 


Webster’s dictionary definition of entre- 
preneur is: “An employer as the person 
who assumes the risk and management of 
business.” We may reasonably assume that 
Congress did not mean that one must be 
an employer to be in a trade or business. 
It will be noted that this definition does not 
refute the reasoning of the Peoples-Pittsburgh 
Trust Company and Holmes decisions, as the 
court had indicated that in these cases, the 
employees incurred the risk and manage- 
ment of business and were compensated 
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accordingly. However, it did remove the 
point from litigation. Thereafter, employees 
were allowed certain deductions toward ad- 
justed gross income, but they were removed 
from the category of trade or business 
deductions. 


In 1950 in W. A. Dallmeyer, CCH Dec. 
17,712, 14 TC 1282, the Tax Court considered 
the matter of a business versus a nonbusi- 
ness bad debt. It conceded that the peti- 
tioner, employed as executive head of 
Exchange National Bank, was carrying on 
a trade or business, citing Peoples-Pittsburgh 
Trust Company and Holmes as authorities. 
The point was held immaterial to the deci- 
sion, but the statement was unfortunate in 
that it gave post-1944 approval to a theory 
which Congress had apparently intended to 
overrule in 1944. Later on, the Dallmeyer 
case was cited by the Commissioner as 
authority for his contention that salary in- 
come was trade or business income, although 
the citation adds nothing to his case other 
than a fairly current date. 


In the case of Samuel H. Ransom, Jr., 
CCH Dec. 19,087(M), 11 TCM 699, the 
determination of whether salary income was 
trade or business income was decided for 
the purpose of computing the operating loss 
deduction. It appears that the committee 
reports of 1944 were not in evidence, and 
the court did not take judicial notice of 
them. Instead it cited Peoples-Pittsburgh 
Trust Company, Holmes and Dallmeyer as 
bases for recognizing salary income as trade 
or business income and, since it had been 
stipulated that the petitioner was an executive 
office: of a corporation, it found that his 
salary and commissions constituted trade 
or business income. Perhaps the decision 
would have been the same even if the com- 
mittee reports of 1944 had been consulted, 
since, the petitioner apparently failed to offer 
evidence that his position did not involve 
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risks and management beyond the normal 
scope of the employee. 


It was not until the case of Anders I. 
Lagreide, CCH Dec. 20,721, 23 TC 508, in 
December, 1954, that the court made the 
extreme decision that the ordinary em- 
ployee’s salary constitutes business income. 
In this case the salary of a teacher was held 
to be trade or business income, although 
few people would hold that a teacher incurs 
the risks of an entrepreneur. There are 
those who find fault with our school system, 
but the practice of teaching rarely forces 
one into bankruptcy. 


The second thread concerns the theory 
that a loss incurred in the sale of Section 
117(j) assets (1939 Code) is not attributable 
to “the operation” of a trade or business, 
even though the business is continued after 
the sale. The development of this decision 
is too well remembered to warrant tracing 
it to its origin in this article. It has been 
corrected in the 1954 Code. From our 
Monday-morning-quarterback position we 
may state that if the courts would refrain 
from attributing to Congress a superhuman 
finesse and subtlety, it wouldn’t be neces- 
sary for Congress to spend so much time 
chopping off appendages to the Code. On 
the other hand (in chorus, please): “Relief 
provisions must be interpreted strictly, in favor 
of the government.” Suffice to say that we 
developed a no man’s land of deductions 
attributable to a trade or business, but not 
attributable to the operation of a trade or 
business. 


It was this no man’s land of deductions 
qualifying under Section 22(n), but not 
under 122(d)(5), that focused the spotlight 
on what qualified as “gross income not 
derived from such trade or business” under 
122(d)(5). For if a taxpayer had an operat- 
ing loss, a salary income, and a loss on the 
sale of 117(j) assets, all in the same year, a 
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carry-back might or might not exist, de- 
pending on such qualification. If the salary 
income was “gross income not derived from 
such trade or business,” then it would be 
reduced by the property loss and only the 
excess salary income applied to reduction 
of the operating loss. If salary income was 
“derived from such trade or business,” then 
it must be offset against the operating loss 
and the loss from sale of assets would be 
disallowed, This involves the third thread, 
so let us look at the history of the operating 
loss deduction. 


The operating loss deduction originated 
in the Revenue Act of 1918, but the com- 
mittee reports of that year merely explain 
the injustice of taxation on a strictly annual 
basis and the desirability of the new provi- 
sion. The provision expired December 31, 
1919, but was revived by the Revenue Act 
of 1921. Here, also, the committee reports 
do nothing to explain or interpret the 
computation of the loss carry-over. In con- 
nection with the Revenue Act of 1924, how- 
ever, the committee reports state: “Since 
net losses are to be limited to those sustained 
in the trade or business, it is provided in 
the proposed draft that not only losses but 
all other expenses not connected with a 
trade or business are allowable as deduc- 
tions in computing the net loss only to the 
extent of the gross income not derived from 
the trade or business. The existing law 
places this limitation only upon nonbusiness 
losses; the bill extends the limitation to all 
nonbusiness deductions.” (1939-1 CB 254.) 


Some years thereafter the net operating 
loss provisions were dropped from the law 
and were not restored until the Revenue 
Act of 1939. Under “Discussion of Techni- 
cal Provisions,” the committee reports of 
that year state: “The net operating loss 
deduction is the net operating loss carry-over 
reduced by certain adjustments intended to 
prevent net losses from being used as a 
deduction by the taxpayer where: he is not 
suffering any economic loss by reason of 
the fact that his income contains nontaxable 
ieee cent 


“The exceptions and limitations provided 
in section 122(d) are for the purpose of 
insuring that only an economic loss will be 
taken into account.” (1939-2 CB 517.) 


Now a nonbusiness loss is still an eco- 
nomic loss, so we must conclude that when 
the committee members wrote the above 
they were not thinking of the adjustment 
for nontrade deductions. The examples they 
used for illustration in the same committee 
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reports cover corporations only. So the 
only really useful statement in this con- 
nection appears in the “Summary of Changes 
in Tax Structure” in the same report. The 
next to the last paragraph of this summary 
states: “In the interest of equity, the com- 
mittee, in the bill as reported, has recommended 
an amendment under which individuals and 
partners are allowed a 2-year carry-over of 
losses. This carry-over is substantially the 
same as that which was granted to them 
under the Revenue Act of 1928.” (1939-2 
CB 508.) 


Since the committee reports in connection 
with the 1928 act add nothing by way of 
explanation to the 1924 reports, the latter 
constitute our only expression of Congres- 
sional intent in connection with Section 
122(d)(5). However, that was a pretty 
clear statement. First, it says that net 
losses, for the purpose of the carry-over, 
are to be limited to those sustained in the 
trade or business. This probably means 
nothing more esoteric than that you cannot 
add nonbusiness deductions to the business 
loss to increase the carry-over. Second, it 
says that deductions not connected with a 
trade or business are allowable in computing 
the business loss only to the extent of the 
income not connected with the trade or 
business. In other words, Congress drew 
a line. On one side of it fell the income 
and expense of the business which produced 
the operating loss. On the other side fell all 
other income and deductions. All items on 
the second side had to be offset against 
each other and only the excess income on 
that side of the line transferred to the other 
side to reduce the business loss. There is 
nothing in Section 122(d)(5) of the 1939 
Code to indicate that Congress meant some- 
thing different at a later date. The phrase 
“such trade or business” is exactly the 
same as it was in the 1928 law to which 
the committee referred. 


The first case on this point under this 
section is the Ransom case referred to above. 
The court found salary income was trade 
or business income because the Commis- 
sioner so found and the petitioner failed to 
offer evidence to the contrary. This was a 
memorandum decision. A few months later 
the court decided the Luton case, cited above. 
Mr. Luton was apparently not the executive 
head of the company by which he was em- 
ployed, and his salary (approximately $4,500 
annually) did not indicate that he was being 
compensated for an entrepreneur’s risks. 
The court ruled that his salary income was 
nonbusiness income. The decision was written 
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by Judge Black, who had written the 
Peoples-Pittsburgh Trust Company and Holmes 
decisions, and he went so far as to state that 
he had found no cases on this point. Either 
he felt that trade and business income and 
expense under Section 122(d)(5) were not 
in pari materia with trade and business ex- 
pense under Sections 22(n) and 23, or, more 
pi obably, he believed that the Congressional 
opinion of trade or business, as expressed 
in the 1944 committee reports, invalidated 
his pre-1944 opinions. The opinion was re- 
viewed by the court with two dissents, and 
the dissenting opinion agreed that the Com- 
missioner’s determination was arbitrary but 
held that the court’s determination was 
equally unjustified. 


The next decision on this point, seven 
months later, was James H. Cunningham, 
CCH Dec. 19,577, 20 TC 65. The salary 
income was that of the wife, but it was 
derived from the very business that pro- 
duced the loss which was being claimed as 
a carry-back. With direct and uncomplicated 
logic, the court held that a wife’s salary 
derived from her husband’s business is not 
“ ‘gross income not derived from such trade 
or business’.” This probably has no bearing 
on the general theme. 


The next decision, some 18 months later, 
was Anders I. Lagreide. The court found that 
“in performing her services as teacher, Alice 
Lagreide was carrying on or conducting 
such business.” The court also concluded 
that its opinion in the Luton case was in 
error in holding that salary was nonbusiness 
income. There were five dissents to this 
opinion and these dissents cast an interest- 
ing light on the problem. One of the dis- 
senters was Judge Harron who wrote the 
opinion in the Ransom case. This seems to 
endorse the above conclusions relative to 
the meaning of the Ransom decision. 


It would logically follow that Judge Black 
would have dissented but he had retired 
from the court at the end of 1953. Judges 
Arundell, Van Fossan and Johnson also 
dissented, but we have no previous expres- 
sions of opinion from them on this matter 
and they merely concurred in the dissent 
without separate comment. The dissenting 
opinion was written by Judge Murdock, who 
is now chief judge of the court. He began 
by pointing out the undesirability of vacilla- 
tion on the part of the court and stated 
that he believed the Luton decision had been 
correct. He went on to say that the Luton 
case held that salary from a business not 
connected with that in which the operating 
loss occurred should be treated as nonbusi- 
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ness income under Section 122(d)(5) and 
added that the word “such” in that section 
supported.that result. Now this could indi- 
cate that Judge Murdock desires to place 
on one side of the line the income and 
expense attributable to the loss business, 
and on the other side of the line all other 
trade and business items, as well as nontrade 
and nonbusiness items. This would seem 
to be an overrefinement. The word “such” 
in Section 122(d)(5) probably refers back 
to “a taxpayer’s trade or business” to which 
the deductions are not attributable. 


Since the nonbusiness deductions are un 
attributable to all the trades or businesses, 
the income of all the trades should appear 
on the same side of the line. Furthermore, 
the probability is that Congress simply did 
not consider the possibility of a taxpayer 
having more than one trade or business 
when it passed this section. Therefore, it 
would be more in line with the intent of the 
act to take the position that a man’s trade 
or business consists of all those enterprises 
in which he is interested as an entrepreneur. 
This, however, is merely an _ interesting 
possibility and Judge Murdock may not 
have entertained any such intention. 


He concludes his dissent: “A study of 
the legislative history of the net loss carry- 
back provisions and consideration of the 
results of applying the one solution or the 
other to various sets of possible circum- 
stances also convince me that the present 
result was not intended by Congress.” The 
fact that I do not know what circumstances 
he had in mind is more frustrating to me 
than not knowing the conclusion of “The 
Lady or the Tiger.” However, I would like to 
suggest one set of circumstances I have in 
mind as a horrible example. 


Suppose a taxpayer who is an employee 
sees fit to incur unreimbursed expenses in 
connection with his employment for such 
items as telephone, printing, postage, steno- 
graphic services and promotion. This is 
not unusual in the case of salesmen. Sup- 
pose, furthermore, that his income varies 
drastically from year to year, being largely 
dependent on a bonus, and that in one year 
his expenses exceed his income. These ex- 
penses are expressly disallowed as trade 
or business deductions in computing adjusted 
gross income, though they may be deducted 
as nonbusiness items. (Under the new 
Code they will be allowed as business de- 
ductions in some cases.) Now if the salary 
income is trade or business income and is 

(Continued on page 100) 
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A Comparison of the Basis Provision of 1939 
Code Section 3801 with the 1954 Law 


By EDWARD W. ROTHE, Chicago Attorney 


Section 3801 of the 1939 Code was designed to mitigate the effects of the statute 


of limitations in certain situations. 


Mr. Rothe discusses Rosenberger v. U. S. in 


detail as an illustration of some of the complexities involved in the application 


of this statute. 


He believes that it is impossible to reconcile the decisions 


of the district and appellate courts with the Code section 
and that the case must be considered an exception to the rule contained therein. 


T IS almost impossible to discuss Section 
3801 of the 1939 Code (1954 Code Sec- 
tions 1311-1314) in the abstract. For that 
reason, the recent case of Rosenberger v. 
U. S2 provides a welcome concrete illustra- 


156-1 ustc { 9123, 138 F. Supp. 117 (DC Mo., 
1955), aff'd, 56-2 ustc { 9829 (CA-8). 

2So far as this discussion is concerned, Sec. 
3801 reads as follows: 

“SEC. 3801. MITIGATION OF EFFECT OF 
LIMITATION AND OTHER PROVISIONS IN 
INCOME TAX CASES. 

‘‘(a) Definitions.—For the purpose of this 
section— 

“‘(1) Determination.—The term ‘determina- 
tion under the income tax laws’ means... . 

“(B). . . a judgment, decree, or other order 
by any court of competent jurisdiction, which 
has become final... . 

‘*(b) Circumstances of Adjustment.—When a 
determination under the income tax laws .... 

(5) Determines the basis of property . 

for gain or loss on a sale or exchange, and in 
respect of any transaction upon which such 
basis depends there was an erroneous inclusion 
in or omission from the gross income of, or an 
erroneous recognition or nonrecognition of gain 
or loss to, the taxpayer... 
“and, on the date the determination becomes 
final, correction of the effect of the error is 
prevented by the operation . . . of any provi- 
sion of the internal-revenue laws other than 
this section and other than section 3761 (relat- 
ing to compromises), then the effect of the 
error shall be corrected by an adjustment made 
under this section. . . . such adjustment shall 
be made only if there is adopted in the de- 
termination a position maintained by the Com- 
missioner (in case the amount of the adjustment 
would be refunded or credited in the same 
manner as an overpayment under subsection (c)) 
or by the taxpayer with respect to whom the 
determination is made (in case the amount of 
the adjustment would be assessed and col- 
lected in the same manner as a deficiency under 
subsection (c)), which position is inconsistent 
with the erroneous inclusion, exclusion, omis- 
sion, allowance, disallowance, recognition, or 
nonrecognition, as the case may be... . 


Basis Provision 


tion of some of the complexities involved 
in the application of the basis provision of 
this statute, which was designed to remove 
the bar of the ordinary statute of limitations 
in certain carefully circumscribed situations.” 





““(c) Method of Adjustment.—The adjustment 
authorized in subsection (b) shall be made by 
assessing and collecting, or refunding or credit- 
ing, the amount thereof, to be ascertained as 
provided in subsection (d), in the same manner 
as if it were a deficiency determined by the 
Commissioner with respect to the taxpayer as 
to whom the error was made or an overpayment 
claimed by such taxpayer, as the case may be, 
for the taxable year with respect to which the 
error was made, and as if on the date of the 
determination specified in subsection (b) one 
year remained before the expiration of the 
periods of limitation upon assessment or filing 
claim for refund for such taxable year. 

““(d) Ascertainment of Amount of Adjustment. 
—In computing the amount of an adjustment 
under this section there shail first be ascer- 
tained the tax previously determined for the 
taxable year with respect to which the error 
was made.... 

“There shall then be ascertained the in- 
crease or decrease in the tax previously de- 
termined which results solely from the correct 
exclusion, inclusion, allowance, disallowance, 
recognition, or nonrecognition, of the item, in- 
clusion, deduction, credit, gain or loss, which 
was the subject of the error. The amount so 
ascertained shall be the amount of the 
adjustment under this section. 

“*(e) Adjustment Unaffected by Other Items, 
Etc.—The amount to be assessed and collected 
in the same manner as a deficiency, or to be 
refunded or credited in the same manner as an 
overpayment, under this section, shall not be 
diminished by any credit or set-off based upon 
any item, inclusion, deduction, credit, exemp- 
tion, gain, or loss other than the one which 
was the subject of the error. Such amount, if 
paid, shall not be recovered by a claim or suit 
for refund or suit for erroneous refund based 
upon any item, inclusion, deduction, credit, 
exemption, gain, or loss other than the one 
which was the subject of the error. .. ."’ 
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In 1932, the taxpayer acquired so-called 
debentures in the 1432 Broadway Corpora- 
tion having a cost basis of $51,727.64, Between 
1932 and 1942, the corporation distributed 
to the taxpayer a total of $25,227.94 which 
both the corporation and the taxpayer 
treated as repayments of principal and 
which, consequently, the taxpayer did not 
report as income for tax purposes. 


Meanwhile, the corporation accrued as a 
liability, but did not pay, interest on its 
so-called debentures and, accordingly, took 
interest deductions on its income tax re- 
turns. These deductions were disallowed by 
the Commissioner and he was upheld by the 
Tax Court in 1432 Broadway Corporation on 
the theory that the debentures did not 
represent loans to the corporation but were 
“more nearly like preferred stock.’” 


While 1432 Broadway Corporation was be- 
ing litigated, the corporation sold its main 
asset (real estate) and made liquidation 
distributions to the taxpayer, as a debenture 
holder, of $40,000 in 1946 and $24,772.06 in 
1947. The taxpayer reported a capital gain 
in her 1946 return, computed as follows: 


Liquid distribution: $40,000.00 
Less: 
Cost basis: $51,727.64 
Less: 1932-1942 
distributions: 25,227.94 
Adjusted basis: 26,499.70 
Capital gain: $13,500.30 


Consistently, in her 1947 return, the tax- 
payer reported the entire amount of her 
1947 liquidation distribution as capital gain, 
since she had completely recovered her cost 
basis as a result of (1) the 1932-1942 dis- 
tributions and (2) the 1946 liquidation 
distribution. 

Later, apparently as a result of the out- 
come of 1432 Broadway Corporation, the tax- 
payer filed claims for refund for 1946* and 
1947 on the theory that the 1932-1942 dis- 
tributions were actually taxable dividends 
and, therefore, did not serve to reduce her 





®CCH Dec. 14,497, 4 TC 1158, 1166 (1945). 
aff'd, per curiam, 47-1 ustc { 9213, 160 F. (2d) 
885 (CA-2). 

* By this time, the 1946 claim for refund was 
barred by the statute of limitations and was 
disallowed on that basis. 

5 This position was not necessarily incon- 
sistent with the Commissioner's position in 
1432 Broadway Corporation. For example, if 
the 1932-1942 distributions had not been made 
out of earnings and profits, they would not 
have constituted taxable dividends and should 
have been applied to reduce the taxpayer's 
basis in the debentures. (1939 Internal Revenue 
Code, Sec. 115(d) (1954 Internal Revenue Code, 
See. 301(c)(2)).) 
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cost basis in the debentures. The taxpayer’s 
claim for 1947 was disallowed on the merits, 
and she sued for a refund. The government 
maintained that the 1932-1942 distributions 
were repayments of principal and had been 
properly applied to reduce her cost basis 
in the debentures,’ but the district court 
ruled with the taxpayer that the distribu- 
tions constituted taxable dividends on pre- 
ferred stock.’ However, since the taxpayer 
had admitted that she had erroneously failed 
to report the 1932-1942 distributions as divi- 
dend income and was liable for deficiencies 
for those years under Section 3801 of the 
1939 Code, the district court, in a “prelimi- 
nary order,” gave the government 30 days 
to file a counterclaim for the deficiencies, 
lest its claim “be barred under the rule on 
compulsory counterclaims.”* The govern- 
ment accepted the invitation and filed a 
counterclaim. The parties stipulated the 
amounts of taxes to be offset against the 
taxpayer’s recovery for 1947, and a final 
judgment was entered, awarding the tax- 
payer the net refund due under the stipulation. 


Within one year after the entry of the 
judgment, the taxpayer filed a claim for 
refund for 1946 taxes under Section 3801. 
The Commissioner disallowed the claim on 
the theory that it was barred by the ordi- 
nary statute of limitations * and that Section 
3801 did not apply to lift the bar. In the 
suit for refund that followed, both the dis- 
trict court and the court of appeals agreed 
that Section 3801 applied, and since there 
now was no doubt that the taxpayer had 
overpaid her 1946 taxes, a refund was 
ordered.” 


The 1946 adjustment sought by the tax- 
payer would be permissible under Section 
3801(b)(5) only if three basic conditions 
were present: (1) There must have been a 
determination of the basis of the debentures 
for gain or loss on their sale or exchange; 
(2) the basis so determined must have 
depended on a transaction in respect of 
which there had been an erroneous recogni- 
tion of gain to the taxpayer in 1946; and 


* Bauman v. U. 8., 52-2 ustc { 9503, 106 F. 
Supp. 384 (DC Mo.). 

™Case cited at footnote 6, at p. 389. The 
government's right to a Sec. 3801 adjustment 
could not have been the subject of a compulsory 
counterclaim because (1) it had not matured 
when the government's original answer was 
served and (2) it did not arise out of the same 
transaction or occurrence that was the subject 
of taxpayer's 1947 refund suit. Federal Rules 
of Civil Procedure 13(a). 

51939 Code Secs. 332(b)(1) and 3772(a)(1). 

® Rosenberger v. U. 8., cited at footnote 1. 
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(3) the determination must have adopted 
a position maintained by the Commissioner 
which was inconsistent with the erroneous 
recognition of gain to the taxpayer in 1946.” 
It is submitted that these elements were not 
present in the Rosenberger case and, there- 
fore, that the decisions of the district and 
appellate courts were erroneous. To show 
this, it is necessary to analyze the history 
of the case which, in some ways, resembles 
a comedy of errors. 


The first mistake was made when the 
government accepted the court’s and the 
taxpayer’s invitation to file a counterclaim 
in the 1947 refund suit. The government’s 
right to a Section 3801 adjustment depended 
upon the entry of a final judgment allowing 
the refund which would constitute a deter- 
mination under Section 3801(a)(1)(B).” 
Until that time, the government had no 
claim to be asserted by way of counterclaim. 
The proper procedure would have been for 
the court to enter judgment only on the 
1947 refund claim. Then, when that judg- 
ment became final, the Commissioner should 
have proceeded to collect the amounts of 
the Section 3801 adjustments for 1932-1942 
as if they were ordinary deficiencies.” If 
the taxpayer agreed that the Section 3801 
adjustments were proper, they could have 
been offset, administratively, against the 
refund due under the judgment.” As a 
practical matter, the same result would have 
been reached by the authorized statutory 
procedure as was reached by the counter- 
claim short cut, except that analysis of the 
consequences would have been = greatly 
simplified, as we shall see. 


The second mistake was made when the 
government’s counterclaim was allowed as 
an offset against the taxpayer’s refund. Ac- 
tually, the government had no right to Sec- 
tion 3801 adjustments for 1932-1942, which 
years were, of course, otherwise barred by 
the statute of limitations. To be sure, the 
court’s allowance of the 1947 refund claim 
involved a determination of the adjusted 
basis“ of the debentures for gain in 1947, 
and that determination adopted a position 
maintained by the taxpayer which was in- 
consistent with the erroneous exclusion of 


” See footnote 2. 

11 See footnote 2. 

12 1939 Code Sec. 3801(c): See footnote 2. 

18 Regs. 111, Sec. 29.3801(e)-1, promulgated 


under the 1939 Code. 
%It should be noted that Sec. 3801(b)(5) 


refers only to a determination of basis. Pre- 
sumably, however, the statute would also apply 
to a determination of adjusted basis. 


Basis Provision 





the 1932-1942 distributions from the tax- 
payer’s income for those years. However, 
the adjusted basis so determined did not 
depend upon the transactions (the distribu- 
tion of dividends from 1932 to 1942) with 
respect to which the erroneous exclusions 
had occurred as required by Section 3801 
(b)(5)." On the contrary, the court deter- 
mined that those distributions, being taxable 
dividends rather than repayments of princi- 
pal, had no effect at all on the basis of the 
debentures. As a matter of fact, because of 
the unduly restrictive effect of this provision 
in Section 3801(b)(5), the 1954 Code now 
provides for adjustments for errors not only 
in respect of any transaction on which the 
determined basis depended, but also in 
respect of any transaction which had been 
erroneously treated as affecting basis.” 
Therefore, under the 1954 Code, but not 
under the 1939 Code, the government would 
have been entitled to collect the 1932-1942 
deficiencies. 


The third mistake was made when the 
taxpayer was allowed to use the erroneous 
1932-1942 Section 3801 adjustments in the 
government’s favor as a foundation for a 
1946 Section 3801 adjustment in her own 
favor. This is where analysis is confounded 
by the erroneous procedure adopted in 
allowing the government to effect a Section 
3801 adjustment by counterclaim in the 1947 
refund suit. If the proper procedure had 
been followed and the court had done noth- 
ing more than give the taxpayer a refund 
for 1947, it would have been perfectly clear 
that, although the court had determined the 
adjusted basis of the debentures for gain in 
1947 and although there had been an errone- 
ous recognition of gain to the taxpayer in 
respect of a transaction (receipt of the 1946 
liquidation distribution) upon which ad- 
justed basis in 1947 depended, the deter- 
mination had not adopted a position maintained 
by the Commissioner which was inconsistent 
with the erroneous recognition of gain to 
the taxpayer in 1946 as required by Section 
3801(b)." 

Rather, the determination had adopted a 


position maintained by the ftarpayer (and 
contested by the government), which was 





See footnote 2; cf., American Foundation 
Company, CCH Dec. 13,395, 2 TC 502 (1943). 

1954 Code Sec. 1312(6)(A); H. Rept. 1337, 
83d Cong., 2d Sess., p. A 291 (3 United States 
Code Congressional and Administrative News 
4017, 4433-4434 (1954)). 

7 See footnote 2; cf., Heer-Andres Invest- 
ment Company, CCH Dec. 20,352, 22 TC 385 
(1954); Sherover v. U. S., 56-1 ustc 9 9287, 137 
F. Supp. 778 (DCN. Y.). 
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inconsistent with the erroneous recognition 
of gain, namely, that the 1932-1942 distribu- 
tions constituted taxable dividends and not 
return of principal. Therefore, the third 
prerequisite to the application of Section 
3801, noted above, would be lacking. Like- 
wise, if after the judgment in the 1947 re- 
fund suit had become final, the Commissioner 
had proceeded to collect deficiencies for 
1932-1942 under Section 3801, and his efforts 
had resulted in a favorable determination, 
that determination would not have given 
rise to a 1946 Section 3801 adjustment in 
the taxpayer’s favor. In the first place, a 
determination that the 1932-1942 distribu- 
tions constituted taxable dividend income 
when received would not have been a deter- 
mination of basis™ and, obviously, what 
would have been determined did not depend 
upon the transaction (receipt of the 1946 
liquidation distribution) with respect to 
which there had been an erroneous recogni- 
tion of gain to the taxpayer.” Therefore, 
the first and second prerequisites to the 
application of Section 3801, noted above, 
would be lacking. 

In the second place, the adjustment sought 
by the taxpayer for 1946 would have been 
expressly prohibited by Section 3801(e),” 
which provides that if the amount of a Sec- 
tion 3801 adjustment is paid, it shall not be 
recovered by a claim or suit for refund 
based upon any item, gain or loss other 


i nt. ee 


than the one which was the subject of the 
error. This provision was inserted to pre- 
vent the use of Section 3801 to make adjust- 
ment with respect to any but the particular 
item involved in a Section 3801 adjustment ™ 
and, therefore, prohibits building one Sec- 
tion 3801 adjustment on top of another.” 
Having paid Section 3801 adjustments for 
1932-1942, the taxpayer would have no right 
to recover any part of them by means of a 
Section 3801 adjustment for 1946, based 
upon a gain which was not the subject of 
the 1932-1942 adjustments. 

It is impossible to reconcile the district 
and appellate courts’ decisions in the Rosen- 
berger case with a careful reading of Section 
3801 and with the few decided cases con- 
struing the statute. Certainly, a large por- 
tion of the blame must be placed on the 
inevitable confusion created by the use of 
the extraordinary counterclaim procedure. 
But the fireside equities of the situation 
cannot be overlooked; it required only one 
more adjustment (in the taxpayer’s favor) 
to correct a series of errors stirred up by 
the Commissioner’s victory in 1432 Broad- 
way Corporation, The Rosenberger case can 
only be considered an exception to the rule 
that anyone who seeks relief under Section 
3801 (Sections 1311-1314 of the 1954 Code) 
must bear the burden of bringing his case 
squarely within the technical language of 
the statute.” [The End] 


NET OPERATING LOSS DEDUCTION—Continued from page 96 


attributable to the operation of a trade or 
business, then the nonbusiness deductions 
incurred in the same activity must be at- 
tributable to the operation of the same trade 
or business. If they are, then 122(d)(5) 
does not eliminate any part of them in 
computing the loss carry-over or carry-back. 
Hence, a deduction expressly disallowed by 
Congress as a business deduction in the 


year incurred becomes a business deduction 
in another year! 

As Judge Murdock says in his dissent, 
the question is a narrow one. For this very 
reason it is unlikely that Congress will take 
corrective action. It is to be hoped that in 
the near future, the Tax Court of the United 





% The district court expressly rejected this 
theory, saying in Rosenberger v. U. 8.: 

“It seems obvious to us that had the Gov- 
ernment brought suit within the statutory pe- 
riod for the funds which were the subject of the 
counterclaim, there would have had to be a 
determination of basis, as was done on the 
issues raised by the complaint.”’ 

Cf. American Foundation Company, cited at 
footnote 15: James Brennen, CCH Dec. 19,699, 
20 TC 495 (1953): Max Schulman, CCH Dec. 
20,051, 21 TC 403 (1953): Harry Landau, CCH 
Dec. 20,054, 21 TC 414 (1953). The determina- 
tion-of-basis requirement was carried over into 
the 1954 Code, with a slight modification not 
material to this discussion, by Sec. 1312(6)(A). 

% See footnote 15; note that the 1954 Code 
permits adjustments of errors which occurred 
with respect to transactions erroneously treated 
as affecting the basis determined, as well as 
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States will again reverse its stand and 
reaffirm the Luton decision. [The End] 
those upon which the basis depended. See 


footnote 16. Nevertheless, even under the new 
Code, the 1946 liquidation distribution could 
hardly be said to have been a transaction er- 
roneously treated as affecting what would have 
been determined by a judgment allowing Sec. 
adjustments to the government for 
1932-1942. 

2° See footnote 2. 

1S. Rept. 1567, 75th Cong., 3d Sess., p. 49: 
D. A. MacDonald, CCH Dec. 18,654, 17 TC 934 
(1951). 

2 First National Bank of Philadelphia, CCH 
Dec. 19,163, 18 TC 899 (1952), aff'd, 53-1 uste 
{ 9409, 205 F. (2d) 82 (CA-3). Section 3801 was 
never intended to permit the correction of all 
errors and_ irregularities resulting from the 
application of the ordinary statute of limita- 
tions. See James Brennen, cited at footnote 18. 

23 See case cited at footnote 21. 
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Exemption of Capital Gains 
from the Capital Gains Tax 


By OWEN TUDOR 


As further development of an article which appeared in the September, 1956 TAXES, 
Mr. Tudor, a Boston attorney, outlines a second alternative to the capital 

gains tax as it stands today. He suggests exempting true capital gains from the tax, 
leaving as taxable ‘‘capital gains’’ various categories of ordinary 

income which Congress now considers inadvisable to tax as ordinary income. 


HOSE who talk about getting rid of 

the capital gains tax as if all that would 
be necessary would be just to repeal it are 
either disingenuous or uninformed. The 
fact is that today the capital gains tax is a 
catchall or scavenger for various types of 
true income that would otherwise go en- 
tirely untaxed. A few illustrations are the 
farmer who has expensed improvements and 
recovers the cost upon sale of the property; 
the oil operator who has expensed the cost 
of wells and recovers the cost upon sale; 
and the incorporated individual whose earn- 
ings have been sheltered from the full im- 
pact of the progressive tax system, until 
he realizes them by sale of his stock or 
liquidation of his company. Added to such 
instances of true income otherwise untaxed 
is the growing category of items unrelated 
to capital gains but arbitrarily placed there 
by statute, such as lump-sum proceeds of 
pension plans and an inventor’s sales of 
his work. 

Plainly the capital gains tax cannot be 
repealed until provision is made for reach- 
ing in another way these items otherwise 
untaxed. The most logical way to solve 
the problem would be to overhaul the whole 
tax system and withdraw the “exemptions” 
from treatment as ordinary income—by tax- 
ing certain items either as they accrue or 
upon their ultimate deferred receipt, pos- 
sibly with a five-year averaging provision. 
This is the only way in which such items 
can be fully integrated into our progressive 
tax system and is the method contem- 
plated by the writer in a previous article.* 


Though the most equitable solution, this 
course may not be practical—for the reason 
that it would seem Congress has no inten- 
tion of applying the full rigors of a progres- 
sive tax. If cynical, one could say that 
the pressure groups are too strong; the 
writer prefers to consider the situation as 
another example of the pseudopuritanism 
with which the country is afflicted—epitomized 
by prohibition. We enact soak-the-rich tax 
laws because we think we ought to believe 
in sharing the tax burden on the basis of 
ability to pay, but deep down we do not 
really accept this, at least not to the extent 
now embodied in the tax table. We can- 
not admit this, so we leave the high rates 
in on paper and then work constantly to 
mitigate them. The result is a patchwork 
which is certainly not fair and equitable but 
seems to work after a fashion. There are so 
many loopholes that there must be very 
few people who do not enjoy at least one! 
There is also a serious question as to 
whether the actual full application of the 
high rates would not dry up investment 
funds, destroy incentive, hinder the develop- 
ment of new risky ventures and generally 
cripple the economic system. 





For one reason or another it seems in- 
evitable that specially favored treatment 
of various types of income through the 
capital gains tax will continue. This leaves 
only one means of getting rid of the tax 
on capital gains—exrempting true capital gains 
from the capital gains tax! Leave the capital 
gains tax to cover miscellaneous types of 





* “The Equitable Justification for the Capital 
Gains Tax,’ 34 TAXES 643 (September, 1956). 
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true income which it is felt are undesirable 
to tax fully but which in all conscience 
cannot be allowed to escape tax free, which 
is its essential function today. 

The discussion so far has assumed that 
true capital gains are not income. This is 
the writer’s profound conviction, the rea- 
sons for which have been given in the previ- 
ous article referred to above. Essentially 
a tax on capital gains can only be justified 
as a part of a general tax on all increases 
of income and wealth. Since a person 
whose income or wealth has increased is 
able without hardship to bear a greater 
burden than another of the same income 
whose income has remained stable, there 
would be an adequate basis for requiring 
him to pay a higher tax. But this is not 
applied to one whose wages or profits 
have gone up, or to one whose income 
and wealth have increased by inheritance 
(true, he may or may not have borne a 
death tax, but the rates are low and the 
tax is supposed to be on the special privi- 
lege of being allowed to inherit), or to one 
who has gained by life insurance. If these 


persons are not taxed, why should an in- 
vestor be taxed upon his increased wealth? 

Proof that the essential inequity of a tax 
on capital gains is recognized lies in the 
way in which this tax is steadily being 


whittled away by nonrecognition provisions, 
which are being added to by every revenue 
bill (14 of these provisions were listed in 
the writer’s previous article). Although in 
form merely postponing the gain, as a prac- 
tical matter these provisions mean that in 
many, perhaps most, cases the gain is never 
realized, due to acquisition of a new basis 
by death. 

If gain on a residence is true income, why 
tax only the unfortunates who happened to 
move into an apartment before their death, 
while leaving completely untaxed those fortu- 
nate enough to die in their own homes? 

Possibly the easiest way to secure relief 
for the investor would be to extend these 
nonrecognition provisions to the sale of one 
stock and purchase of another, as was 
done for The same privilege 
in substance has long been awarded to in- 
vestors in By picking out in 
advance the property to be repurchased and 
having the prospective buyer of your pres- 
ent property acquire the other property and 
exchange it with you, any gain may be 
avoided. (1954 Code Section 1031.) Securities 
are discriminated against. Under this pro- 
posal no gain would be recognized if other 
stock were bought within, say, 60 days of 
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the sale. The new stock would take the 
basis of the old. 

Congress shows all the signs of a split 
personality on this capital gains issue. Boldly 
repelling all frontal attacks, it steadily under- 
mines the tax on capital gains by these 
constantly expanding nonrecognition pro- 
visions. Further evidence that Congress 
does not truly believe that capital gains 
and losses are true income and expense 
lies in the limitation on the deduction of 
capital losses to a maximum of $1,000 a year. 

If true capital gains are to be exempted 
from capital gains tax, the problem of dif- 
ferentiating such items from the deferred 
receipt of ordinary income is a staggering 
one. It is simple in concept but hard to 
apply. Because exemptions of ordinary in- 
come from treatment as such have crept 
into so many corners of the tax system, it 
will be a very comprehensive task to trace 
all these down and differentiate them from 
true capital gains. In general the gain on 
the sale of a farm will be subject to tax 
to the extent that it does not exceed items 
which, on a sound accounting system, should 
have been capitalized but were actually 
expensed. Likewise, gain on the sale of an 
interest in oil or gas will be taxable to the 
extent that it does not exceed the cost of 
the well which was expensed. 


Coming down specifically to the problem 
of securities, there come to mind four types 
of true income from securities now reached 
only by the capital gains tax: 

(1) Accumulated earnings realized upon sale 
of the stock or liquidation of the company.— 
This is the biggest and most obvious prob- 
lem. Gain on the sale of common stock 
will be taxed to the extent that it does 
not exceed the taxpayer’s share of the 
accumulated earnings of the corporation 
during the taxpayer’s ownership (presum- 
ably determined by taking the end of the 
fiscal year of the corporation preceding 
the purchase and the end of the fiscal year 
preceding the sale). Any excess above this 
will represent true capital gain and will not 
be taxed. 

As a possible alternative the accumulated 
earnings could be reached at the source by 
an undistributed profits tax and, having 
once been taxed, would not be taxed again. 

(2) Accumulated preferred dividends and 
back interest—When a security is sold with 
back interest or preferred dividends on it, 
no ordinary income under current law is 
deemed to be received. It would seem that 
this result is unjustified and might be 
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Contributions to a Tax-Exempt 
Local Good-Government League 


By MURRAY SEASONGOOD 


When do contributions to nonprofit organizations constitute a 

deductible business expense to the lawyer? 

The question seems to turn on whether or not the organization is established 

for promotion of matters of civic importance. Mr. Seasongood, a Cincinnati 
attorney, maintains that if the donation is made to an organization 

that might have some reasonable bearing on the success of the donor's business, 
then the donation should be sustained as an ordinary and necessary expense. 


N Murray Seasongood, CCH Dec. 20,421, 
22 TC 671 (1954), the Tax Court de- 
cided that contributions, in 1946-1949 returns, 
to the Hamilton County Good Govern- 
ment League, an Ohio corporation not for 
profit (which will be referred to as the 
league), were properly disallowed by the 
Commissioner as not being “charitable and 
other contributions” permitted as income 
tax deductions under Section 23(0)(2) of 
the Internal Revenue Code of 1939 (quoted 
in the opinion, page 679, note 1) (now Sec- 
tion 170(c), 1954 Code). It was also ruled 
by the Tax Court that such contributions 
to the league by petitioner Seasongood, a 
lawyer, were not deductible by him under 
Section 23(a)(1)(A), Internal Revenue Code 
of 1939 (quoted on page 680, note 2) as 
ordinary and necessary expenses in carrying 
on business (now Section 162(a), 1954 Code). 
The United States Court of Appeals for 
the Sixth Circuit in Seasongood v. Commis- 
sioner, 56-1 ustc § 9135, 227 F. (2d) 907 
(1955), reversed, however, on review and 
held that the above contributions to the 
league were properly deductible under Sec- 
tion 23(0)(2) as gifts to a corporation 
“operated exclusively for charitable 
or educational purposes and no 
substantial part of the activities of which is 
carrying on propaganda, or otherwise at- 
tempting, to influence legislation ... .” 
The court of appeals, since its opinion re- 
quired the Tax Court’s decision to be re- 


Tax-Exempt League 


versed on that ground, found “no occasion 
to consider the [lawyer] petitioner’s con- 
tentions based upon Section 23(a)(1)(A) 
of the Internal Revenue Code of 1939, that 
his contributions constituted a deductible 
business expense.” (Page 912.) 

Analysis will not be attempted of the 
upper court’s interesting decision sustaining 
the deductions of petitioners’ donations to 
the league as having been given to a chari- 
table or educational institution not substan- 
tially engaged in propaganda. However, 
for the discussion which follows of whether 
the Tax Court erred in disallowing the do- 
nations of the lawyer-petitioner to the league 
as a professional expense, a few facts re- 
specting the donee, detailed more fully in 
the opinions of both courts, are now stated. 

The articles and constitution of the league 
specify as its objectives: “. . . to provide an 
opportunity for discussion of matters of 
civic importance and to advance good gov- 
ernment.” (22 TC, at page 672.) The ac- 
tivities of the league were nonpartisan in 
the sense that it had not contributed to or 
affiliated itself with any political party. The 
league had been ruled tax exempt (22 TC, 
at page 678) under Section 101(8), 1939 
Code (now Section 501(c)(4), 1954 Code), 
for the years in question, and had been 
denied exemption under Section 101(6) 
(now amended Section 501 (c) (3), 1954 Code). 
Section 101(8), 1939 Code, exempts from 
payment of income tax: 
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“(8) Civic leagues or organizations not 
organized for profit but operated exclusively 
for the promotion of social welfare 

and the net earnings of which are devoted 
exclusively to charitable, educational, or 
recreational purposes... .” 


Among many activities of the league, 
some had relation to the judiciary and the 
practice of law. For example, its legisla- 
tive committee (22 TC, at page 674) recom- 
mended legislation that would provide for 
a judges’ retirement plan; that would pre- 
vent Ohio judicial candidates from being 
allowed to run in party primaries or to 
swear to support a party platform even be- 
fore they could know what the platform 
might be. The league also made efforts 
(22 TC, at page 675) to induce the Hamil- 
ton County (Cincinnati) Common Pleas 
Court to continue a system of mandatory 
pretrial procedure. A principal activity of 
the league was distribution, in 1948, by it of 
the June, 1948 issue of the Journal of the 
American Judicature Society, which contained 
(at pages 14-22) a summary of a report and 
recommendations on the administration of 
justice in Cincinnati, conducted by a Har- 
vard Law School student, Porter, under the 
sponsorship of the league, and also carry- 
ing (at page 3) an editorial leader on this 
survey entitled “How Does Your City Com- 
pare?” It is apparent from the record that 
petitioners’ contributions to the league in 
the 1947 and 1948 returns were largely for 
the expenses and distribution of the survey. 
The Tax Court said (at page 681): 


“ 


the league was organized for and 
operated at all times unselfishly in the 
public interest as such interest appeared to 
its members, and the facts set out in our 
findings convince us that the greater por- 
tion of its activities falls within the category 
of charitable or educational ones.” 


But, the opinion added (at page 681) that 
the league, through its legislative and elec- 
tion machinery committees, carried on ac- 
tivities “definitely political in character and 
which appear to us to represent a substan- 
tial part of the general activities of the 
organization” and, also, that the league en- 
dorsed candidates for political office and 
sponsored or opposed legislation through 
contacts with the legislative authorities, but 
that “these activities consisted largely, if 
not entirely, of personal efforts and work 
on the part of the individual members of 
the committees and of the League and were 
not of a character to involve the expenditure 
of its funds. The League did not employ 
individuals for this work, but on the facts 
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as disclosed by the record we are convinced 
that the activities of this character consti- 
tuted a substantial part of all of the activities 
of the League.” 


The court of appeals concluded, how- 
ever (at page 912), “that the so-called ‘polit- 
ical activities’ of the League were not in 
relation to all of its other activities substan- 
tial, within the meaning of the section.” 
(Section 23(0)(2).) 


What, then, should have been the opinion 
of the court of appeals on the facts as found 
by it if that court had also decided the is- 
sue of deductibility as an ordinary and 
necessary business or professional expense? 
The judge of the Tax Court disposed of 
that alternative question very briefly and 
on one ground only. After a not uncompli- 
mentary reference to the standing of peti- 
tioner as a lawyer, and mention of his other 
activities from which income was reported, 
such as his being a legal and governmental 
author, teacher and lecturer, the judge added 
(at page 684): 


“There is one thing demonstrated very 
clearly by the record, and that is the tre- 
mendous and unselfish interest which this 
petitioner has in his community and its 
welfare. Any connection between the do- 
nations in question and this petitioner’s 
income from his activities is so tenuous and 
indirect, if it exists at all, that we fail to 
see it. It is also difficult for us to recognize 
these donations as ones made for a business 
purpose with a view to obtaining additional 
law business or additional income from his 
other activities. Cf. Luther Ely Smith, supra. 
We cannot reconcile this purpose with his 
long record of unselfish activity.” 


This is indeed “hoisting the engineer with 
his own petard” and amounts to a statement 
that a lawyer’s donations to be allowable 
as professional deductions must be given 
with the purpose of making money. Luther 
Ely Smith, CCH Dec. 13,891, 3 TC 696 (1944), 
reviewed by the court (at page 705), referred 
to pages 684 and 682 and allowed Smith, a 
lawyer, a deduction of a contribution of $2500 
to the Missouri Institute for the Administra- 
tion of Justice, an organization having as its 
immediate purpose the establishment by 
constitutional amendment of a new modified 
appointive system for the selection of judges 
to take the place of selection by primary 
and general election. This movement was 
caused by a general feeling in the com- 
munity that the local judiciary was con- 
trolled by unwholesome political influences. 
Petitioner was motivated in making this 
contribution by civic considerations and 
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also by a desire to protect and improve the 
practice of law in which he was engaged. 
The evidence showed that there was a 
growing reluctance on the part of the citi- 
zens to litigate their legal difficulties and 
increasing tendency to compromise such 
differences, which resulted in a loss of 
business to the practicing lawyers of the 
city. The petitioner claimed the contribu- 
tion was deductible either as a charitable 
contribution or as an ordinary and neces- 
sary business expense. The court held that 
the organization was not organized and 
operated exclusively as an educational or- 
ganization, since it was organized and oper- 
ated to bring about an amendment to the 
Constitution of Missouri so as to permit the 
selection of judges of certain courts by a 
different method than had theretofore pre- 
vailed. The educational activities in which 
it engaged so successfully were simply one 
of the means by which the end for which 
it was organized could be achieved. It 
went further than mere education; it utilized 
that education to achieve the purpose for 
which it was organized. The contribution 
was made to the institute in the hope of 
bringing about an improvement in the ad- 
ministration of justice and also in the peti- 
tioner’s own business. The institution engaged 
in no lobbying of any kind before any legis- 
lative body. No legislation was needed or 
involved in its plan. It contemplated an 
amendment to the constitution, proposed by 
the initiative of the people, voted upon at a 
general election, and becoming self-opera- 
tive 30 days thereafter, without the neces- 
sity of any action or approval by either the 
legislature or the governor. The Tax Court 
then stated that in the sense in which the 
word “necessary” has been defined, as “help- 
ful or appropriate,” this expenditure was 
necessary, citing Welch v. Helvering, 3 ustc 
{ 1164, 290 U. S. 111; Cannon Valley Milling 
Company, CCH Dec. 11,860, 44 BTA 763; 
Edward J. Miller, CCH Dec. 10,204, 37 BTA 
830; L..T. Alverson, CCH Dec. 9580, 35 BTA 
482. The fact that it was not compulsory, 
in that petitioner was under no legal obliga- 
tion to make it, was not deemed material. 
The court said: 


“We think this expenditure was neces- 
sary, within the meaning of the statute, 
since it was beneficial and appropriate un- 
der the circumstances.” 

Further, the court mentioned that: 

“Whether it was ‘ordinary’ or not has 
been somewhat more difficult to determine.” 

The court followed Welch v. Helvering, in 
which it was indicated that an expense need 
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not be of habitual or recurring nature in 
order to be considered ordinary. It was 
also said there that a payment may be 
unique in the life of an individual if it is 
ordinary in the life of the group of which 
he is a part and still be allowable as an 
ordinary expense. The court mentioned 
that it is an ordinary thing for lawyers to 
take an active personal and financial interest 
in movements designed to improve the 
processes of justice and that: 


“We have heretofore allowed the deduc- 
tion of expenses which seem indistinguish- 
able in all essential particulars from the 
situation confronting us here.” 


The Tax Court, in Smith, further declared : 


“It is impossible to perceive any reasons 
of public policy for disallowing contribu- 
tions to the institute. In the absence of 
some such reason, since it bears a proper 
relationship to the petitioner’s business, we 
are of the opinion, in view of all the facts 
and circumstances surrounding it, that peti- 
tioner’s contribution to it is deductible.” 


The decision raised the question whether 
a member of the bar is not under some 
compulsion by one of the canons of ethics 
which adjures its members to assist in 
bringing about improvement in the method 
of selecting judges. The opinion added (at 
page 703): 


“But, aside from any such obligation, we 
think this expenditure was necessary, within 
the meaning of the statute, since it was 
beneficial and appropriate under the circum- 
stances... .” 


In Luther Ely Smith, the method of se- 
lecting judges was a state matter. In Sea- 
songood, the contributions to the league 
were more closely connected with the lawyer’s 
profession since a major project, the Porter 
report, related to the administration of jus- 
tice in the county where the contributor 
lives and practices law. See, also, in Smith, 
pages 703-704: 


“Cases upholding the deductibility of con- 
tributions to trade organizations organized 
to promote the interests of the particular 
trade or business group to which the respec- 
tive petitioners belonged are too numerous 
to cite. The ‘business’ of this petitioner was 
a component element of the administration 
of justice, and a contribution by him to an 
organization which promotes the interest of 
this ‘business’ by improving the administra- 
tion of justice should likewise be deductible.” 


In an address, “The Five Functions of 
the Lawyer,” by Arthur T. Vanderbilt, 
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Chief Justice, Supreme Court of New Jer- 
sey, delivered on August 24, 1953, at the 
Fifth Annual Meeting of the American Law 
Student Association, Boston, Massachusetts, 
and printed in the official report of the 
meeting, the functions of the lawyer are 
stated: 

“(3) To improve his profession, the courts, 
and the law, (4) To act as an intelligent 
unselfish leader of public opinion, and (5) 
To be prepared to answer the call for public 
service when it comes.” 

In discussing (3) above, that great chief 
justice quoted President Theodore Roose- 
velt: “Every man owes some of his time 
to the upbuilding of the profession to which 
he belongs.” 


Pertinent portions of the American Bar 
Association Canons of Professional Ethics 
are: 


Number 2, The Selection of Judges: 

“It is the duty of the Bar to endeavor to 
prevent political considerations from out- 
weighing judicial fitness in the selections of 
judges.” 

Number 29, Upholding the Honor of the 
Profession: 

“He should strive at all times to uphold 
the honor and to maintain the dignity of the 
profession and to improve not only the law 
but the administration of justice.” 


Number 32, The Lawyer’s Duty in Its 
Last Analysis: 

“But above all a lawyer will find his 
highest honor in a deserved reputation for 
fidelity to private trust and to public duty, 
as an honest man and as a patriotic and 
loyal citizen.” 

The Tax Court in Seasongood made no 
mention of and disregarded these obliga- 
tions of the lawyer and that part of the 
work of the league devoted to improving 
the administration of justice and sponsoring 
the Porter report. 

The annual reports and other publications 
of the American Bar Association, The As- 
sociation of the Bar of the City of New 
York (an educational, literary, scientific and 
charitable corporation formed pursuant to 
the Membership Corporation Law of the 
State of New York), and other bar associa- 
tions, reflect a broad range of activities 
having to do with improvement of the ad- 
ministration of justice, government, en- 
dorsement of and opposition to legislation, 
selection of judges, etc. They show that 
lawyers are not limited to bread-and-butter 
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activities, but that their labors should in- 
clude duties as a citizen. 


In the brief for respondent in the court 
of appeals (pages 28 and 29), the Smith case 
was sought to be distinguished because 
there “it was shown that a lawyer’s income 
had been adversely affected by a lack of 
public confidence in the integrity of the 
courts of St. Louis, and that the contribu- 
tion was made to improve the administra- 
tion of the courts which, it was believed, 
would benefit taxpayer’s practice,” but in 
Smith the reasons for giving were broader, 
and the opinion says (page 699): 


“Petitioner made his contribution to the 
institute in the belief that the reform 
would benefit the legal profession generally, 
and his own practice specifically. More 
than 50 per cent of the attorneys in St. 
Louis contributed to the organization.” 


If taxpayer's belief, when making a con- 
tribution, is to be a factor in determining 
deductibility, it would, of course, have to be 
a reasonable and perhaps fairly common 
belief in the profession. It was never con- 
tended by Seasongood that his contributions 
to the league were given for the purpose of 
making money. But he believed contribu- 
tions towards organizations like the league 
should be made by lawyers and allowed as 
deductions, because of the conviction that 
success of good local government and of 
the legal profession are intertwined and 
interdependent. Such an opinion cannot 
be deemed unreasonable, nor, it is hoped, 
uncommon. See, for example, Murray Sea- 
songood, “Should Lawyers Be Citizens?” 
36 National Municipal Review 1 (October, 
1947) (reprinted from Harvard Law School 
Record) ; Murray Seasongood, “Public Serv- 
ice by Lawyers in Local Government,” 2 
Syracuse Law Review 210 (Spring, 1951); 
and Murray Seasongood, “The Social Sci- 
ences and the Law,” 27 New York University 
Law Review 109 (January, 1952) (Discus- 
sion-Symposium: The Relation Between 
General Education and Law-School Train- 
ing in the Preparation of a Lawyer). 


The Syracuse Law Review article was 
written as a report for inclusion in the Sur- 
vey of the Legal Profession made by the 
American Bar Association. In it Season- 
good elaborated the duty of lawyers to 
render public service, to participate in non- 
partisan efforts for better administration of 
local affairs, to increase popular confidence 
in legal processes and in lawyers, so as to 
help maintain the practice of law as a pri- 
vate profession; the necessity of lawyers’ 
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seeking to have elected or appointed and 
to retain the best judges possible, irrespec- 
tive of politics; and he suggested that im- 
provement of the profession by improving 
the administration of local affairs might be 
expected by education, persistence, and by 
development of more leaders. 


See Blaustein and Porter, The American 
Lawyer, A Summary of the Survey of the 
Legal Profession (University of Chicago 
Press, 1954), Chapter IV, page 97 (“Public 
Service by Lawyers”), and quotation from 
Seasongood’s report (pages 103-105): 


“The practice of law can be improved 
only through a realization of the connection 
between good legal administration and sound 
local government, he says. ‘Good local 
government and the standing of the legal 
profession are intertwined. Together they 
will either advance in esteem, or much of 
the practice of law will flounder in the 
slough of disaffection.’ ” 


Moreover, in the lawyer-petitioners’ brief 
in the court of appeals, it is contended 
(page 64), whether or not a lawyer’s con- 
tributions to local good-government agencies 
are made for the purpose of earning income, 
they may result in income, for a lawyer who 
interests himself in and contributes money 
and time to good-government agencies, and 
becomes associated with good-government 
movements, both loses and gains clients. 
No one can tell how the scales of loss and 
gain are tipped as a result. However, if 
there is a public utility case or the city 
needs expert assistance, what is more likely 
than that it will employ someone on the side 
of the public with skill in the field. If a 
civil service or other employee or officer is 
proceeded against, contrary to law, what is 
more probable than that he will employ 
someone known to be a protagonist of the 
merit system and of the conduct of local 
affairs in the citizens’ interests. If street 
and other contractors are discriminated 
against by a city or county administration, 
one who has shown his concern for fairness, 
and has particular knowledge of local stat- 
utes, ordinances and regulations, is apt to 
be sought out to present the matter. If the 
consolidation of county school districts is 
attacked, here again there is a likelihood 
that the board will seek one who has shown 
his interest in these problems and his com- 
petency and willingness to handle them on 
a nonpartisan, lawyerlike basis. Such ex- 
amples can be multiplied, and there are 
thousands of persons who will wish to em- 
ploy, in connection with their regular legal 
business or personal estates, a lawyer who 
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has shown interest, independence and ability 
in the governmental affairs of his community. 


The “to make money” test applied by the 
Tax Court would preclude deductibility of 
dues and donations to professional organi- 
zations and trade associations, expenses of 
attorneys in attending American Law In- 
stitute, American Bar Association, interna- 
tional legal or other meetings, so as to keep 
abreast of current developments; and, as 
other examples, expenses of physicians, 
dentists, engineers, architects and account- 
ants attending conventions or other profes- 
sional meetings, institutional advertising 
expenses, and many other different kinds of 
expenses for the good of a profession too 
numerous to detail without undue elaboration. 


Regulations 111, Section 29.23(a)-1, the 
recent Rev. Rul. 56-168, I. R. B. 1956-17, 6 
(regarding Section 162(a), 1954 Code), Rev. 
Rul. 56-185, I. R. B. 1956-18, 33, and Regu- 
lations 118, Section 39.23(a)-5, do not give 
the answer to the inquiry propounded in 
this discussion. 


Commissioner v. Doyle, 56-1 ustc { 9441, 
231 F. (2d) 635 (CA-7), ruled that even a 
bookmaker was entitled, under Section 23 
(a), 1939 Code, to business expense deduc- 
tions for rent and wages paid in operating 
an illegal business. The court said the words 
“ordinary and necessary” mean expenses 
“which economically are an integral part of 
a business. Integrality is the test.” 


Friedman v. Delaney, 49-1 ustc § 9106, 171 
F. (2d) 269 (CA-1, 1948), cert. den., 336 
U. S. 936 (1949), is sometimes loosely cited 
as a ruling that “ordinary and necessary” 
business expenses, within the statute gov- 
erning income tax deductions, must be directly 
connected with and proximately result from 
carrying on business, and that a lawyer’s 
payment made to fulfill a moral obligation 
is not deductible. But the concurring opin- 
ion of Chief Judge Magruder shows that 
the case, accurately analyzed, is not to be 
authority for that proposition. The chief 
judge said (page 273): 


“If these were all the relevant facts, I 
should hate to have to hold that the pay- 
ment of $5000 by Friedman under the cir- 
cumstances stated was not an ‘ordinary and 
necessary’ expense paid in carrying on his 
professional business. The statutory lan- 
guage is pretty flexible. Cf. Welch v. Hel- 
vering, 1933, 290 U. S. 111, 115... ‘One 
struggles in vain for any verbal formula 
that will supply a ready touchstone. The 
standard set up by the statute is not a rule 
of law; it is rather a way of life. Life in 
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all its fullness must supply the answer to 
the riddle.’ I do not think that the fact 
that the makin» of the deposit was ‘volun- 
tary’, in the sense that it was not in pursu- 
ance of an enforceable legal obligation, is 
conclusive against deductibility. Dunn & 
McCarthy, Inc., v. Commissioner, 2 Cir., 1943, 
139 F. 2d 242. See A. Harris & Co. v. Lucas, 
5 Cir., 1931, 48 F. 2d 187. ‘Whether an ex- 
penditure is directly related to a business 
and whether it is ordinary and necessary 
are doubtless pure questions of fact in most 
instances.’ Commissioner v. Heininger, 1943, 
320 U. S. 467, 475... . Hence the finding 
of the district court in the present case that 
the payment was not an ordinary and neces- 
sary expense incident to Friedman’s’ practice 
of law would have to be accepted by the appel- 
late courts unless ‘clearly erroneous’... .” 


His opinion then went on to show that the 
conclusive reasons why the deduction could 
not be allowed were because it had not 
been taken in the proper year and, also, 
because it had been waived (pages 273-274). 

The finding of the Tax Court in Season- 
good that contributions to the league were 
not deductible as an ordinary and necessary 
business or professional expense would not 
have prevented the court of appeals from 
deciding differently had it chosen to rule 
on that issue. (Pacific Homes v. U. S., 56-1 
ustc § 9307, 230 F. (2d) 755, 759 (CA-9); 
U. S. v. Virgin, Jr., 56-1 ustc J 9371, 230 F. 
(2d) 880, 882.) Findings of the Tax Court 
will be treated as “clearly erroneous” if 
they are based upon a substantial legal 
error, if they are unsupported by any sub- 
stantial evidence, or if, supported by evi- 
dence, the reviewing court, on the entire 
record, is left with the definite and firm 
conviction that a mistake has been made. 
(U. S. v. United States Gypsum Company, 333 
U. S. 364, 394-396 (1948); U. S. v. Yellow 
Cab Company, 338 U. S. 338 (1949); U. S. v. 
Oregon Medical Society, 343 U. S. 326, 339 
(1952); McAllister v. U. S., 348 U. S. 19 
(1954); Wellington v. Commissioner, 52-1 
ustc { 9318, 196 F. (2d) 421 (CA-7); Toor v. 
Westover, 53-1 ustc $9141, 200 F. (2d) 713 
(CA-9, 1952); Card v. Commissioner, 54-2 
ustc { 9610, 216 F. (2d) 93 (CA-8); Federal 
Rules of Civil Procedure, Rule 52(a), 28 
USCA; Mertens, Law of Federal Income 
Taxation, Section 51.19.) 

In U. S. v. The Times-Mirror Company, 
56-1 ustc J 9339, 231 F. (2d) 876 (CA-9), 
which relates to ordinary and necessary 


business expense, the relevant paragraphs 
of the syllabus are: 
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“2. Congeries of fact may require classi- 
fication under rule of law, and even when 
basic facts are uncontroverted and clearly 
established in record, cause may present, in 
that sense, a question of law.” 


“6. Size and nonrecurring nature of ex- 
pense is not conclusive as to whether it 
constitutes, for excess profits tax purposes, 
an ordinary and necessary business expense 

” 


“Substantial evidence” has been defined 
as such relevant evidence as a reasonable 
mind might accept as adequate to support 
a conclusion and is more than a mere 
scintilla. (Miller v. Commissioner, 50-1 ustc 
{ 9327, 183 F. (2d) 246 (CA-6); Consolidated 
Edison Company v. National Labor Relations 
Board, 305 U. S. 197 (1938).) 


Section 1141(a) of the Internal Revenue 
Code of 1939 (Section 7482 of the 1954 
Code) was amended by Section 36 of Public 
Law 773, Eightieth Congress, Second Ses- 
sion, effective September 1, 1948, to provide 
that decisions of the Tax Court shall be 
reviewable “in the same manner and to the 
same extent as decisions of the district 
courts in civil actions tried without a jury.” 
This, in effect, repealed the contrary rule 
of Dobson v. Commissioner, 44-1 ustc J 9108, 
320 U. S. 489 (1943), petition for reh’g den., 
44-1 uste § 9193, 321 U. S. 231 (1944). 


It was in the light of such authorities that 
the upper court held, contrary to the Tax 
Court, that the league was a 101(6) charitable 
or educational corporation. If the court of 
appeals had chosen also to decide the dona- 
tions were a proper business deduction, it 
would have decided that question on the 
assumption that the gift was to a charitable 
corporation “no substantial part of the ac- 
tivities of which is carrying on propaganda, 
or otherwise attempting, to influence legis- 
lation.” (Section 23(0)(2).) While, as the 
court said, the finding of deductibility in 
favor of the taxpayer as having been made 
to a charitable corporation rendered un- 
necessary decision on the business expense 
issue, a decision on it, too, would have been 
of interest to the legal profession and to 
taxpayers who before the 1954 Code amend- 
ment might wish to take as a business 
deduction a contribution to a charitable or 
educational corporation in excess of their 
allowable percentage of charitable contribu- 
tions, The sole bases for the Tax Court's 
disallowance of the contributions as a busi- 
ness expense under Section 23(a)(1)(A) 
were (page 684) because of supposed tenu- 
ous and indirect connection between the 


TAXES—The Tax Magazine 





donations and the petitioner's income and 
because these donations were not made for 
a business purpose with a view of obtaining 
income. Such conclusions appear to be, for 
the reasons above given, clearly erroneous 
findings of law and fact. 

In Friedman, the majority of the court 
invoked the rule (page 270) that in tax 
cases equitable considerations cannot be al- 
lowed to control, but that “The matter of 
deductions from income ‘ “depends 
upon legislative grace; and only as there is 
clear provision therefor can any particular 
deduction be allowed.”’ Deputy v. DuPont, 
308 U. S. 488, 493... .” 


In Seasongood, the court of appeals sus- 
taining the contributions as deductible un- 
der Section 23(0)(2) as to a corporation 
“organized and operated exclusively for... 
charitable or educational purposes 

.” held that “exclusively” is given a 
connotation differing from the ordinary 
meaning of that term, as originally used 
(page 910), and that that section, being 
remedial, must be liberally construed. 


But, apart from rules of construction, the 
league had been given an exemption from 
taxation by the Commissioner under Section 
101(8) as a civic league or organization not 
organized for profit but operated exclu- 
sively for the promotion of social welfare 
“and the net earnings of which are devoted 
exclusively to charitable, educational 
purposes . .” It was also given exemp- 
tion by the court of appeals decision as a 
101(6) organization. 

It is submitted that if a corporation is 
exempt from taxation because it is a civic 
league or organization not organized for 
profit, but operated exclusively for the pro- 
motion of social welfare, and the activities 
of that kind of organization can fairly be 
said to have some reasonable bearing on 
the duties or success of the donor’s business 
or profession, contributions to it should, ir- 
respective of anticipated immediate per- 
sonal financial gain to the donor, be sustained 
as an ordinary and necessary business ex- 
pense of the taxpayer. [The End] 


EXEMPTION OF CAPITAL GAINS FROM THE CAPITAL GAINS TAX 


—Continued from page 102 


changed. If not changed, then, of course, 
the gain on the sale must be taxed to the 
extent that it does not exceed such back 
interest and accumulated dividends (since 
acquisition). 

(3) Discount on bonds—To the extent 
that the gain on the sale or redemption 
of an interest-bearing obligation purchased 
at a discount was equal to an aggregate 
yield of, say, 6 per cent, it would be taxed. 
If the yield is over 6 per cent, it is nearly 
certain that the discount does not repre- 
sent merely an adjustment of interest but 
also reflects doubts as to the solvency of 
the payor, so that although cast as debt, 
as an economic matter the bonds really rep- 
resent equity. Any gain on this account 
should no more be taxed than should gain 
on a stock, but ordinary discount plainly 
is true income and must be taxed. Some 
arbitrary line, such as has been suggested, 
would seem to be the most workable 
solution. 


(4) Treatment of employees’ stock options. 
—Since a restricted stock option at the cur- 
rent market value is not considered to be 
compensation—although unquestionably it 
is true income—the gain thereon must, in 
part at least, be taxed. The method would 
seem to be to exempt any gain on dis- 
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position of the stock or option to the extent 
that it exceeded the fair market value of 
an unrestricted option when granted. 
Since true capital gains would no longer 
be taxed, capital losses would, of course, 
no longer be allowed unless there should 
be discovered some reverse accounting me- 
chanism (as there may be) which converts 
an ordinary expense into a capital loss; any 
such loss should, of course, be allowed. 


Manifestly the implementation of the policy 
will require a great deal of painstakingly 
detailed work. Even in the limited field 
of securities there may well be other types 
of true income which are not taxed except 
as capital gains upon sale. The writer has 
discussed the four problems that present 
themselves to him, but it is more than likely 
that others have been overlooked. 


The concept of leaving the capital gains 
tax in force but exempting capital gains 
from it may seem startling, but the writer 
believes it may be the only practical solu- 
tion. The specially favored income could 
be given a name other than “capital gains,” 
but again, perhaps not. It is a mistake to 
change nonmenclature unnecessarily, and 
certainly all but the most naive are aware 
that today “capital gains” covers a multi- 
tude of sins. [The End] 
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When Should a 


Sole Proprietor 


Incorporate His Business to Sav 


Examples and charts are used in this article to indicate at what point on the 

profit scale the individual proprietor should incorporate to lessen his 

tax burden and conserve working capital. The author also shows that employees’ 
pension and profit-sharing plans can figure advantageously in 

this action, and points out dangers attendant to incorporation. 


ECENT DEVELOPMENTS in tax 

practice have focused attention on us- 
ing various members of a family to create 
additional entities among which to share 
income in order to reduce the tax rates 
of the family as a unit. Another device to 
produce income sharing is the creation of 
an additional entity through incorporating 
a business. 

There are many factors other than taxes 
to be considered in making a decision as to 
whether or not to incorporate. However, 
this article is only concerned with the tax 
effects involved in the choice of a type 
of entity with which to operate a business. 

A situation is frequently encountered 
where an individual proprietor’s business 
expands and his prefits grow to a point 
where his silent partner, the United States 
Government, is taking a lion’s share of the 
profits in the guise of taxes. The expanding 
business has unusual demands on its working 
capital, and a heavy income tax aggravates 
the shortage. A device to lessen the tax 
burden and, therefore, to conserve working 
capital is the incorporation of the business. 
The question naturally arises: “At what 
point on the profit scale will it be to the 
individual proprietor’s advantage to incor- 
porate his business and thus have an addi- 
tional entity with which to reduce his tax 
rate?” 

When considering the income taxes of a 
closely held incorporated business, there are 
two points at which income taxation takes 
place: 

(1) the time when the tax on the cor- 
poration and shareholders is levied on cur- 
rent earnings (this point in time will be 
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referred to as point 1 in the discussion that 
follows); and 

(2) the time when the tax on the share- 
holders is levied when the profits after taxes 
are distributed, either in the form of divi- 
dends, through the sale of stock or the 
liquidation of an interest in the corporation 
(this will be referred to as point 2). 


If the shareholder-taxpayer is interested 
in conserving current working capital alone, 
his decision to incorporate would take into 
consideration point 1 only. This point is 
usually achieved at a level of earnings lower 
than that of point 2. To many owners of 
expanding businesses, the need for current 
working capital is so pressing that they 
are willing to accept a long-term tax dis- 
advantage to gain a short-term benefit. They 
usually reason that the cumulative addi- 
tional earnings to be made from the use of 
working capital conserved by saving cur- 
rent income taxes will be greater than the 
final taxes arising from the withdrawal of 
retained earnings from the business. Also, 
if a corporate business owner dies, he will 
dodge the payment of income taxes at point 
2. If he disposes of his business by enter- 
ing into a tax-free reorganization and keeps 
the securities he receives in the reorganiza- 
tion until he dies, he will also escape the 
payment of income taxes at point 2. 


Examples 


Let us take two typical cases. Taxpayer 
Adolph Ainsley started his business career 
as a paper salesman. After working for a 
salary for a few years, he left his old em- 
ployment and began a paper jobbing busi- 
ness of his own. He worked hard and 
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added more products and lines so that his 
business prospered. With the growth of 
the business his inventory and accounts 
receivable materially increased, resulting in 
demands for additional working capital. 
During this period he probably asked his 
accountant the classic question: “All right, 
if I made so much money, where is it? 
I’m having trouble paying my bills!” 

In 1955, Ainsley’s business showed a net 
profit of $50,000. He was married and 
had two children. His deductions and ex- 
emptions were $5,000. He had no income 
outside that from the business. His federal 
income tax was computed as in Table A. 


Table A 
Taxpayer Adolph Ainsley—- 
Computation of Federal Income Tax 
1. Net profit from the paper job- 








bing business $ 50,000 
2. Deductions and exemptions 5,000 
3. Taxable income $ 45,000 
4. Federal income tax $ 17,350 


In the second case, taxpayer Bertram 
Bigge had a similar business career, ex- 
cept that he preferred the ascetic life of a 
single man and had not married. His de- 
ductions and exemptions were $2,000. His 
business career paralleled that of Ainsley 
so that his federal income tax was com- 
puted as in Table B. 


Table B 
Taxpayer Bertram Bigge— 
Computation of Federal Income Tax 


1. Net profit ...... $50,000 
2. Deductions and exemptions 2,000 
3. Taxable income . $ 48,000 
4. Federal income tax .... .. $25,380 


Incorporating Sole Proprietorship 


At this point, let us ask each taxpayer 
to consider the possibility of incorporating 
his business and putting himself on a fixed 
salary. Such a consideration requires cer- 
tain computations in which the following 
factors are involved: (1) net taxable in- 
come of the business; (2) salary to be paid 
to the proprietor-shareholder; (3) income 
from sources other than the business of the 
proprietor-shareholder; (4) his deductions, 
including exemptions; (5) working capital 
needs of the business; (6) current income 
tax rates which involve consideration of 
whether the taxpayer may use the head of 
household or joint return rates; and (7) 
probable income tax rates on future with- 
drawals of cash or property from the busi- 
ness. 


If we assume that taxpayer Ainsley wishes 
to incorporate, the problem arises as to how 
much salary he should draw from the cor- 
poration. Table C uses the same factors 
as in Table A, with salary paid to stock- 
holder Ainsley in $5,000 intervals from 
$10,000 to $40,000. The table disregards 
the rules for reasonableness. Note that 
line 1 of the table is corporate income be- 
fore the shareholder’s salary and before 
federal income tax. Throughout this dis- 
cussion this same gross figure is meant 
when corporate income is referred to. This 
figure is most convenient to start with in 
computing federal tax savings when decid- 
ing whether or not to incorporate. 


State income taxes have been omitted 
from consideration in the tables. In Cali- 
fornia, the residence of the writer, the indi- 
vidual rate reaches a maximum of 6 per 
cent on taxable amounts above $25,000, 
while the corporation rate is constant at 4 
per cent for all taxable amounts. The state 
taxes are deductible on the federal income 
tax return. Therefore, the difference be- 
tween California state taxes paid by indi- 
viduals and paid by corporations is usually 
immaterial. In New York and other states, 
the difference is likewise insignificant when 
compared with the federal rates. 


The savings in current working capital 
start immediately at the lowest salary 
level because income is removed from the 
corporation’s top rate of 52 per cent and 
is placed at the shareholder’s lowest level. 
The shareholder’s rate does not exceed the 
effective corporate rate for purposes of cur- 
rent savings (point 1) until the salary reaches 
an amount between $25,000 and $30,000. 
For over-all savings (point 2) the same 
amount is reached at a salary of approxi- 
mately $35,000. 
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Table C 
Taxpayer Ainsley—Computation of Income Tax at Various Salary Levels 


Annual corporation net 
profit before shareholder’s 
salary and federal income 





























tax $50,000 $50,000 $50,000 $50,000 $50,000 $50,000 $50,000 
Shareholder’s salary 10,000 15,000 20,000 25,000 30,000 35,000 40,000 
Net profit before federal 

income tax $40,000 $35,000 $30,000 $25,000 $20,000 $15,000 $10,000 
Federal corporation in- E 
come tax $15,300 $12,700 $10,100 $7,500 $ 6,000 $ 4,500 $ 3,000 
Shareholder’s individual 

federal income tax 1,020 2,200 3,620 5,280 7,230 9460 11,900 
Total current income taxes 

operating as a corporation $16,320 $14,900 $13,720 $12,780 $13,230 $13,960 $14,900 
Federal income taxes op- 

erating as an individual 

proprietorship 17,350 17,350 17,350 17,350 17,350 17,350 17,350 
Current tax savings re- 

sulting from incorporation 

(point 1) $ 1,030 $ 2,450 $ 3,630 $ 4,570 $ 4,120 $ 3,390 $ 2,450 
Capital gains tax on 

distribution of retained 

earnings assuming final 

liquidation 6,175 5,575 4,975 4,375 3,500 2,625 1,750 
Over-all savings (loss) 

resulting from incorpo- 

rating (point 2) $(5,145) $(3,125) $(1,345) $ 195 $ 620 $ 765 $ 700 

Table D 
Taxpayer Bigge—Computation of Income Tax at Various Salary Levels 

Annual corporation net profit before share- 

holder’s salary and federal income tax $50,000 $50,000 $50,000 $50,000 $50,000 
Shareholder’s salary 10,000 15,000 20,000 25,000 30,000 
Net profit before federal income tax $40,000 $35,000 $30,000 $25,000 $20,000 
Federal corporation income tax $15,300 $12,700 $10,100 $ 7,500 $ 6,000 
Shareholder’s individual federal income tax 1,960 3,830 6,200 8,970 =—-:11,980 
Total current income taxes operating as a 

corporation $17,260 $16,530 $16,300 $16,470 $17,980 
Federal income taxes operating as an in- 

dividual proprietorship 25,380 25,380, 25,380 25,380 25,380 
Current tax savings resulting from incor- 

poration (point 1) $ 8,120 $ 8850 $9,080 $ 8,910 $ 7,400 
Capital gains tax on distribution of retained 

earnings assuming final liquidation 6,175 5,575 4,975 4,375 3,500 
Over-all savings (loss) resulting from in- 

corporating (point 2) or .... $1,945 $ 3,275 $4,105 $4,535 $ 3,900 
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When we construct the same kind of table 
for taxpayer Bertram Bigge, we find that the 
most favorable salary for point 1 will be 
approximately $20,000 and, for point 2, 
$25,000. (Table D.) 


Table E is a computation of several sam- 
ple tax break-even points, citing the cases 
of taxpayers Adolph Ainsley and Bertram 
Bigge. 


An examination of Table E shows that even 
a small amount of earnings from sources 
other than the shareholder-proprietor’s 
business will make incorporation more at- 
tractive. With a corporate salary of $10,000, 
taxpayer Ainsley starts saving current work- 
ing capital (point 1) when the corporate 
profits before payment of the shareholder’s 
salary and federal taxes go over $28,000. 
With $10,000 of outside income, the cor- 
porate profits result in current savings when 
they exceed $11,000. This situation is dis- 
closed by comparing column A and col- 
umn B in Table E. Likewise, a comparison 
of column C with column D shows that 
the break-even point for over-all savings 


Table E 


(point 2) under the same conditions drops 
from $138,250 to $97,310. In many cases, 
when a partnership composed of a partner 
with large outside income and a partner 
with little or no outside income proposes 
to incorporate, a conflict arises because 
of the varying tax results to the partners. 
If we increase Ainsley’s salary in $5,000 
intervals, the break-even points drop still 
further until Ainsley’s effective rate ex- 
ceeds that of the corporation. 


If we make similar assumptions with re- 
gard to taxpayer Bigge, we do not need 
a table to show that because his single 
status starts him on the springboard to 
higher tax rates more quickly, his break- 
even points are still lower than those of 
Ainsley. 


Employees’ Pension 
and Profit-Sharing Plans 


There are other tax advantages in in- 
corporating a business, among which is 
the ability to create an employees’ pension 
or profit-sharing plan which includes owner- 


Taxpayer Ainsley—Computation of Sample Tax Break-Even Points Operating 
as a Corporation v. Operating as an Individual Proprietorship 


At Point 1, Assuming 























At Point 2, Assuming 









































No Outside $10,000 No Outside $10,000 
Income OutsideIncome Income Outside Income 
Column A Column B Column C Column D 
1, Annual corporation net profit 
before shareholder’s salary and 
federal income tax............ $28,000 $11,000 $138,250 $97,310 
2. Shareholder’s salary ....... 10,000 10,000 10,000 10,000 
3. Net profit before federal in- 
Gated WE 5 ees ds $18,000 $ 1,000 $128,250 $87,310 
4. Federal corporation income tax $ 5,400 $ 300 $ 61,190 $39,901 
5. Shareholder’s individual federal 
income tax 1,020 3,620 1,020 3,620 
6. Total current income taxes op- 
erating as a corporation $ 6,420 $ 3,920 $ 62,210 $43,521 
7. Federal income taxes operating 
as an individual proprietorship 6,420 3,920 78,975 55,373 
8. Current tax savings resulting 
from incorporation (point 1).. $ $ 0 $ 16,765 $11,852 
9. Capital gains tax on distribu- 
tion of retained earnings as- 
suming final liquidation 3,150 175 16,765 11,852 
10. Over-all savings (loss) resulting 
from incorporation (point 2)... $(3,150) $ (175) $ 0 $ 0 
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employees. The features of such plans, if 
approved by the Internal Revenue Service, 
are that the payments to the plan are de- 
ductible by the corporation; such payments 
are not income to the employees to whom 
the payments are credited until the funds 
are paid out to them in later years; income 
earned by the fund accumulated in the plan 
is tax exempt. Although it is the opinion 
of the writer that a pension or profit-sharing 
plan should not be organized for the sole 
purpose of benefiting majority stockholders, 
nevertheless, in the vast majority of cases, 
the ordinary plan works to the material 
advantage of such stockholders. A sizable 
estate can be built up tax free for the share- 
holder-participants because of the favorable 
tax features. 


Dangers of Incorporating 
Sole Proprietorship 


A discussion of the subject of incorpora- 
ting a business would not be complete with- 
out pointing out the dangers attending such 
an action. Each of these dangers has been 
the subject of many articles. No doubt 
many more will be written as there is in- 
creased litigation in this field. 


The first danger is the possibility of tax- 
ation of good will on a transfer of assets 
from an individual proprietorship to a cor- 
poration and, in addition, taxation of the 
increases in market: value of the assets of 
the business over their income tax bases. 
These dangers may be obviated by taking 


STATE TAX STUDIES 


“State tax studies are often symp- 
tomatic of fiscal ills. From 1946 on, 
at least 40 states have made major 
tax studies. From 1954 on, the num- 
ber of states reporting or preparing 
such studies is 35. This includes the 
special temporary commissions and 
tax study groups set up in 21 states. 
Of these, 4 were authorized by gov- 
ernors and 17 by legislatures. The 
fact that more than 13 of the special 
commissions dealt with broad prob- 
lems of the structure of state taxes 
and their adequacy is proof in itse!f of 
the rising pressure on current state 
finances. .. . 

“At the moment the states are scrap- 
ing by financially. Revenues have sur- 
passed expectations largely because 
the tax base has reflected the high 
level of economic activity. Neverthe- 
less state tax rates have been driven 
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advantage of the provisions of Section 351 
of the Internal Revenue Code. 

Another danger is that of the “thin cor- 
poration” in which shareholders’ loans might 
be considered to be capital. It is beyond 
the scope of this article to discuss this com- 
plex subject. 

It cannot be sufficiently stressed that when 
a closely held business is incorporated, all 
the formalities should be complied with. 
Complete minutes should be kept; bills of 
sale, invoices and other documents should 
be prepared in connection with transactions 
involving shareholders, their families and 
the corporation. 

Salaries paid to shareholders should be 
reasonable and in line with the duties per- 
formed. A recent case described a situa- 
tion in which a father-stockholder paid five 
sons equal salaries although their positions 
in the corporation varied from stock clerk 
to general manager. Such a situation courts 
inquiry by the representatives of the Internal 
Revenue Service. 


Conclusion 


In spite of the dangers attendant to in- 
corporation, many businesses have incor- 
porated for tax reasons. The dangers may 
be side-stepped through careful planning. 
The tax advantages in many cases will pay 
off in material tax savings. For this reason 
there is a growing number of businesses 
using the corporate form. [The End] 


up sharply and the end is not in 
sight. In 1955 state legislatures raised 
more tax rates than in any other post- 
war year. All told, the legislatures 
passed some 3,000 tax measures of 
one kind or another, more than ever 
before in history. 


“This is no time for citizens or 
officials to drift aimlessly in the fiscal 
current. Only the most strenuous 
efforts will prevent runaway increases 
in state taxes and spending. In this 
connection the growing use of state 
tax study groups, besides being a 
measure of official concern over state 
tax problems, may turn out to be a 
major bulwark against excessive or 
harmful state taxes.”—Herbert J. Miller, 
at the Forty-ninth Annual Conference, 
National Tax Association, Los Angeles, 


November 13, 1956. 
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Tax Accounting for Agriculture 


By R.T. BOEHM 


In several areas legislative policy has created a need for methods of computing 
nontaxable income. Here Mr. Boehm examines special techniques that reduce 
the tax cost of profitable farming or increase incentives to take up farming 

as an expensive hobby. His article is reprinted 

from a symposium in the Winter, 1956 issue of Ohio State Law Journal. 


“The presumption is that 
Congress intended a_ simple 
method, one that a plain man 
could understand. Algebraic 
formulae are not lightly to be 
imputed to legislators . . 
—Circuit Judge Hough in Ed- 
wards v. Slocum (1923). 


CCOUNTING in its usual sense is an 

art which attempts to measure the ap- 
proximate flow of economic values through 
an enterprise—commercial, industrial, agri- 
cultural, charitable or governmental. 


The measurement is the end result of 
processes which start first at the collection 
of information. It follows through the 
recording and organization process through 
a variety of techniques known in their 
simplest form as bookkeeping. The process 
extends into such advanced methods as mecha- 
nized procedures. 





1 “Generally accepted principles of account- 
ing’’ is a technical term used by accountants in 
an attempt to describe an objective body of 
standards. The term connotes a ‘mixture of 
axioms, conventions, generalizations, methods, 
rules, postulates, practices, procedures and 
standards.’’ Littleton, ‘‘Tests for Principles,’’ 
13 Accounting Review 16 (1938). See Finney, 
“Principles and Conventions,’’ 19 Accounting 
Review 361 (1944), who discussed the absence of 
definite rules and the reasons. There is much 
question as to how much professional authority 
can be exercised. Greer, “To What Extent Can 
the Practice of Accounting Be Reduced to Rules 
and Standards?’ 165 Journal of Accountancy 
213 (1938). 

? Accounting practice for public utilities is 
strictly supervised. But these standards are ir- 
relevant for tax purposes. Old Colony Railroad 
v. Commissioner, 3 ustc § 880, 284 U. S. 552, 10 
A. F. T. R. 786, 880 (1932). See Berle, ‘‘Ac- 
counting and the Law,"’ 13 Accounting Review 
9 (1938), and Gutkin and Beck, ‘‘Tax Account- 


Agriculture 


The assembly and organization process 
are specialized adaptations to the need for 
the discovery of facts. These facts in turn 
become the minor premise in syllogistic 
reasoning. Interpreted in the light of gen- 
erally accepted principles of accounting’ 
are adaptations to the major premise found 
in the substantive content of the principles. 
Review of the presentation to the outside 
world after scrutiny by professionals ex- 
ercising independent judgment and applying 
accepted standards has come to be the 
highest function of the accountant. 


Specialized applications of accounting 
methods have become a part of tne govern- 
ing process. Since the objectives are often 
different, differing methods seem necessary. 
Tax accounting is only one special applica- 
tion of the techniques which follow ordinary 
accounting methods in the main, varied by 
disagreement in principle or by conscious 
policy.” 





ing and Business Accounting,’’ 79 Journal of 
Accountancy 130 (1945). 

A substantial body of exposition has grown 
up describing the differences between account- 
ing principles and tax-accounting doctrine. See, 
among a host of authorities, Smith and Butters, 
Taxable and Business Income (1949), and 
Reimer, Differences in Net Income for Account- 
ing and Federal Income Taxes (1949). 

In many situations, deviations from commer- 
cially acceptable accounting practice have been 
legislated in order to provide special tax relief. 
See, for example, interest on certain govern- 
mental obligations (1954 Code Sec. 103(a)) and 
interest on life insurance paid to a surviving 
spouse (1954 Code Sec. 101(d)). Other devia- 
tions have come about because of the need to 
plug tax-avoidance holes. Thus, interest paid 
to earn tax-exempt income (1954 Code Sec. 265) 
and deductions between related taxpayers (1954 
Code Sec. 267(a)) are examples needed to pro- 
tect the revenue. 
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A Columbus, Ohio attorney and CPA, 
Mr. Boehm is also a visiting lecturer, 
College of Law, Ohio State University. 


There are many areas where ordinary ac- 
counting principles permit varied interpreta- 
tions. To some extent, these variations are 
present in tax accounting. Inventory prac- 
tices are a ready example of legitimate 
differences that produce varying results 
in the attempt to measure the flow of in- 
come. See, as an example, Table II. 


In several areas, legislative policy has 
produced the need for techniques to compute 
the amount of nontaxable income. Percent- 
age depletion,’ quickie write-offs by special 
amortization, accelerated depreciation * and 
charge-off of conservation expenditures are 
examples of the adaptation of policies serv- 
ing to favor certain groups* or to accomp- 
lish stated policy objectives * depending upon 
preconditioned opinion. They all share in 
common the need for accountants’ methods 
with only limited relation to substantive 
accounting principles. 


Accounting Technique 


Tax accounting for farmers is an appli- 
cation of an application of accounting tech- 
niques. This symposium (Ohio State Law 
Journal (Winter, 1956)) presents selected 
examples from the federal income tax area, 
covering some standards used in: 


(1) Determining a tax treatment for 
special elements of gross income of the farmer 
by (a) recognition of an optional time of 
reporting gross receipts arising out of farm- 
ers’ credit transactions with Commodity 


* The computation of the deduction for per- 
centage depletion requires the determination of 
“the gross income from the property’’ (1954 
Code Secs. 613(a) and (c), 614) and also the 
measurement of ‘‘taxable income from the 
property”’ (1954 Code Sec. 613(a)). ‘Algebraic 
. formulae are not lightly to be imputed to legis- 
lators’’ except where necessary to accommodate 
the demands of the oil and gas interests! 

* Accelerated depreciation is new in the 1954 
Code as an explicit provision (1954 Code Sec. 
167(b)-(c); S. Rept. 1622, 83d Cong., 2d Sess., 
pp. 25, 200 (1954). The usefulness of accounting 
techniques can be found as to taxpayers who 
are subject to public regulation which requires 
another method as, for example, a common 
motor carrier subject to the accounting stand- 
ards of the Interstate Commerce Commission, 
which requires straight-line methods. See 
Barnes, The Economics of Public Utility Regu- 
lation, Ch. VIII. ‘‘Accounting and Its Regula- 
tion,”” especially pp. 255 and following (1942). 
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Credit Corporation and (b) measurement 
of the amount of gross income reflected 
in various techniques of accounting for and 
pricing of inventories. 

(2) Measuring special tax reductions 
which arise out of transactions which the 
government, for good reason or questionable 
motive, desires to encourage and indirectly 
to subsidize. Special accounting techniques 
are needed to (a) compute the amount of 
tax reductions granted to farmers who build 
their own grain-storage facilities and (b) 
determine the dollar value of special in- 
centives created to encourage soil- and 
water-conservation expenditures. 


(3) Computing the amount of a farmer’s 
tax bill by applying special tax rate conces- 
sions to situations where the farmer has (a) 
replaced permanent livestock (see Moen, 
“Special Capital Gains Treatment for 
Farmers,” 17 Ohio State Law Journal 32 
(1956)), (b) liquidated a frozen asset by 
cutting timber, (c) transferred his efforts to 
a new farm as a result of interference by 
superior authority, either governmental— 
by appropriation—or elemental—by accident, 
fire or flood—all described as involuntary con- 
version (see Halstead, “Involuntary and Volun- 
tary Sale of Farm Land,” 17 Ohio State Law 
Journal 49 (1956)) or (d) terminated his 
investment by liquidation. (See footnote 16 
of Moen, work cited above, and see his text 
at page 41, concerning a sale of a farm with 
growing crops.) 


We would like to be able to think that, 
with certain defensible exceptions,’ all in- 
come will eventually be taxed in one form 
or another. If this were so, timing would 
be our only problem; even this is not 
important where the rates are low and 
uniform. 


5See especially Cary, ‘‘Pressure Groups and 
the Internal Revenue Code: A Requiem in 
Honor of the Departing Uniformity of the Tax 
Laws,"’ 69 Harvard Law Review 745 (1955). 

*A stated objective for the adoption of the 
“liberalized depreciation methods’’ was to ob- 
tain ‘‘maximum incentive effect . . . [and a] 
stimulus to investment through liberalized de- 
preciation . . . . Small business and farmers 
particularly have a vital stake in a more liberal 
and constructive depreciation policy.’’ (S. Rept. 
1622, 83d Cong., 2d Sess. pp. 25-26 (1954)). 

tT Any request to have certain income exempted 
from taxation must be defensible by some form 
of rationalization. The subjective quality im- 
plicit in determining defensibility is apparent. 
See Blough, The Federal Taxing Process (1952). 

® We live with an income tax levy by the City 
of Columbus based on certain types of income 
and taxed at one half of 1 per cent continuously 
since 1948. The rates produce a complete apathy 
about the problems which require planning in 
the federal field. Why bother? 
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But as soon as tax rates go up signifi- 
cantly, the inevitable effect is financial. With 
a predominant portion of expansion capital 
coming from an enterprise itself, taxes 
reduce growth potential.’ Conversely, if the 
taxes on the cost of an improvement costing 
$100,000 can be recaptured in four years, 
as is possible when the expenditure is made 
for soil or water conservation, or in five 
years, when the investment goes for grain- 
storage facilities, it is familiar behavior for 
the entrepreneur to think in terms of what 
is, at least for the short run, a govern- 
mental contribution to his economic wel- 
fare. The higher tax rates go, the greater 
the impulse is felt to use this indirect 
governmental assistance. 


But is it demonstrably true on a practical 
basis, as one treatise has stated, that “the 
same income is ultimately taxable ® and the 
same deductions are ultimately allowable” 
regardless of what accounting method is 
used”? It is always safe to say that the 


only “difference is one of time of reporting”? 
It is certainly true that quickie write-offs 
or a low inventory value in the current year 
will reduce the deductions available in the 
years to come. But remember: Similar 
impulses will govern at a later time. Later, 
after the effect of the amortization device 
has worn off, the impulse will be to repeat 
the plan as to another year. In practical 
effect, in many cases, while the economic 
value is on hand, the tax is being constantly 
pushed back to periods yet to come. The 
factors of production can be seen to ac- 
cumulate with the assistance of tax sub- 
sidies. 

This process of extended deferment will 
in the long run reach a successful conclu- 
sion. At the time of death, substituted basis 
rules” intervene so that the market-value 
rule applied to the property of the decedent 
will restore the higher basis in hands of the 
next generation. In most smaller cases, the 
federal estate tax “ and the local inheritance 





®* The Senate committee explicitly recognized 
this function of a liberalized depreciation al- 
lowance: ‘‘Farmers .. . are especially depend- 
ent on their current earnings or short-term 
loans to obtain funds for expansion. The faster 
recovery of capital investment provided by .. . 
[1954 Code Sec. 167] will permit them to secure 
short-term loans which would otherwise not be 
available... .’’ (S. Rept. 1622, 83d Cong., 2d 
Sess., p. 25 (1954)). This would accurately de- 
scribe the effect of any device which serves to 
reduce a taxpayer’s annual exaction. 

1% Compare, for example, the value of the in- 
ventory of a cash-basis farmer at death with the 
same situation when the taxpayer is on the 
accrual basis. See footnote 54. Again, what 
about capital gains from sales of breeding cattle 
on the two bases? See Table II and Moen, work 
cited above, at p. 41. 

1 We think that deductions will not always 
be che same regardless of the year involved. 
What about the effect on derivative deductions, 
the amount of which depends upon other deduc- 
tions first determined? An accounting method 
and practice may justify different years of inci- 
dence of primary independent deductions, For 
example, see the proper time for deduction of 
taxes. These in turn, when used with statutory 
limitations based upon net income from the 
property, affect the secondary deduction, such 
as for depletion. Cf. Montreal Mining Company, 
CCH Dec. 13,482, 2 TC 688 (1943). The same 
might be true as to conservation expenditures 
where no carry-forward will operate under the 
facts. For individuals under 65 years of age, 
the limitations on deductibility of medical ex- 
penses (1954 Code Sec. 213(a)(2)(B)), and for 
a corporation’s charitable contributions (1954 
Code Sec. 170(b)(2)) are garden-variety ex- 
amples of deductions, the amount of which is 
modified by other deductions or inclusions. 

Furthermore, there are occasions where double 
deductions may come into play. A gift to 
charity of appreciated assets, such as growing 
crops or animals, is deductible at the fair 
market value of the chattel. A cash-basis farmer 
has paid costs to create the value; the costs 
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are not reflected in inventory; the spread be- 
tween the value of the gift and the recognized 
tax basis is greater. In effect, the cash-basis 
taxpayer gets a double deduction for at least 
a part of the gift. 

This problem has been receiving Treasury 
attention. At one time, it claimed that the tax- 
payer realized income to the amount of this 
spread (I. T. 3932, 1948-2 CB 7, CCH Standard 
Federal Tax Reports (1949 Ed.), { 6044; see 
I. T. 3910, 1948-1 CB 15, CCH Standard Federal 
Tax Reports (1948 Ed.), 6178, discussed in 
Miller, ‘‘Gifts of Income and of Property,”’ 5 
Tax Law Review 1 (1949)). The courts did not 
agree (Alexander v. Commissioner, 51-2 vustc 
7 9418, 190 F. (2d) 753, 40 A. F. T. R. 1052 
(CA-5); Visintainer v. Commissioner, 51-1 ustc 
§ 9202, 187 F. (2d) 519, 40 A. F. T. R. 297 
(CA-10), cert. den., 342 U. S. 858 (1951)). Cur- 
rently, an attempt is under way to require the 
farmer to adjust his costs of production by 
eliminating the current year’s cost attributable 
to the gift. See Rev. Rul. 55-138, I. R. B. 
1955-11, 15, CCH Standard Federal Tax Reports 
(1955 Ed.), 1 6206, which discusses the cases and 
indicates an attempt to eliminate the double 
deduction attributable to the current year. See 
also Rev. Rul. 55-531, I. R. B. 1955-34, 17, CCH 
Standard Federal Tax Reports (1955 Ed.), 
{| 6417. 

A further example is found in a new ruling 
that a fixed pledge to a charity may be satis- 
fied by a gift of appreciated property without 
realizing income. (Rev. Rul. 55-410, I. R. B. 
1955-26, 34, CCH Standard Federal Tax Reports 
(1955 Ed.), {| 6360. 

1 1954 Code Sec. 1014(a). 

13 The specific exemption is $60,000 (1954 Code 
Sec. 2052). The marital deduction functions so 
that an estate passing to a spouse is free of 
estate taxes until it passes $120,000 (1954 Code 
Sec. 2056). The tax bill on a net estate of 
$220,000 passing to a surviving spouse is $7,000 
(1954 Code Sec. 2001). For this she purchases 
a new basis for depreciation (1954 Code Sec. 
1014(a)). 

(Continued on following page) 
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costs“ will be relatively inexpensive. Mean- 
while, the estate, or lifetime spending, has 
been increased by the taxes saved. 


The government, serving all of us, must 
accomodate itself to the pressure of interest 
groups and to the basic demands of the 
profit enterprise system. The Internal 
Revenue Code is but one facet of the regula- 
tory system of American government as a 
whole. Any realistic analysis of the practi- 
cal results of the substantive statutory tech- 
niques must face up to the certainty that 
numerous special objectives are character- 
istic of the system. In this sense, farmers’ 
tax accounting is a euphemism for one 
technique to accomplish these indirections. 


Selected Accounting Methods Designed 
or Operating to Provide 
Indirect Assistance to Agriculture 


We turn now to examine several special 
techniques that reduce the tax cost of 
profitable farming or increase the incentives 
to take up farming as an expensive hobby.” 


Commodity Credit Corporation loans.— 
Funds from the Commodity Credit Corpo- 
ration, a federal subsidiary, can be used to 
carry the farmer until he decides to sell 
his crop. The legal theory for these ad- 
vances is predicated upon a loan to the 
farmer. Cynics claim that this is: another 
device to play politics with the farmer; 
it has been said that there is seldom any 
intention to repay the loan.” If. such a 


sham were present between private in- 
dividuals or corporations, the loans would 
be held to be taxable income to the re- 
cipient.” But the legal fiction cannot be 
disregarded when the government itself 
is one party;- consent must be legislated. 


Ordinarily, a loan made by the Com- 
modity Credit Corporation does not con- 
stitute taxable income. In order to allow 
the farmer to elect to match his income 
with his loan receipts, special tax conse- 
quences were devised to match the credit 
subsidies. District Judge Delehant has ex- 
plained their work-a-day effect: * 


. . in recognition of the purposes of 
the program under which . . . [loans upon 
commodities by the Commodity Credit 
Corporation might be] made, some special 
features were attached to them. Among 
such features was the immunity of the bor- 
rower (with due safeguards touching fraud 
and the quantity, quality, and grade, and 
care and preservation or delivery, of the 
mortgaged commodity) from personal lia- 
bility for any deficiency in the loan arising 
from the sale of the pledged commodity. 
Title 7 U. S. C. A. § 1425. In practical 
operation, when commodity prices at final 
sale times were unfavorable, the amounts 
received in the way of loans came to be 
the prices actually received by the produc- 
ing borrowers for their crops. Generally 
too, the proceeds of the corporation’s loans 
were gotten by the producers of the pledged 
assets in the year of the production of the 





(Footnote 13 continued) 

For the next generation the tax news is 
worse. The same estate of $220,000 would have 
cost $38,700 in the hands of children. 

An alert estate planner would want to work 
out a better plan, If this were the. whole pic- 
ture, he would argue for a split plan, with half 
passing to the spouse and half passing to the 
children. This would reduce the cost to the 
next generation to less than $14,000, if we over- 
look some refinements not a part of this subject 
matter. 

“The highest rate levied on successions by 
spouse, children or grandchildren under the 
Ohio inheritance tax plan is 4 per cent (Ohio 
Revised Code Sec. 5731.12). Exemptions are 
low—never more than $5,000 (Ohio Revised 
Code Sec, 5731.09)—but each beneficiary gets 
his own. But 3 per cent is the rate between 
$100,000 and $200,000 on each succession by 
spouse or children after the small exemption 
(Ohio Revised Code Sec. 5731.12(a)(3)). 

% An additional deduction can never do a tax- 
payer any good unless he has gross income to 
support it, Here is one good reason why farmers 
eleet to return income from a Commodity Credit 
Corporation loan. See ‘‘Commodity Credit Cor- 
poration loans,"’ below. The situation is helped 
some where a farmer paid taxes in previous 
years so as to qualify for a refund arising out 
of the net. operating loss deduction (1954 Code 
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Sec. 172). The other alternative lies in situa- 
tions where there is other income against which 
the farm deductions can be claimed. If each 
activity amounts to a business, the results are 
offset. (Danzig, ‘‘Losses in One Business, Profits 
in Another,”’ 27 TAxes 53 (January, 1949), and 
Smith, “What Is Deductible for the Auxiliary 
Enterprise,’’ Proceedings of New York Univer- 
sity Ninth Annual Institute on Federal Taxation 
(1951), at pp. 337, 340. 

Of course, a farm which is purely a hobby 
does not constitute a business. The expecta- 
tion of gain properly proven will qualify (Regs. 
118, Sec. 39.23(e)-5). In the final analysis, these 
constitute fact problems, See dozens of cases 
collected in CCH Standard Federal Tax Reports 
(1955 Ed.), { 1386.09. 

1° See the implication in the controversial ar- 
ticle by ‘J, F.,’’ “‘The Country Slickers Take 
Us Again,"’ 211 Harper’s Magazine 21-23 (De- 
cember, 1955). 

‘tT Loans to officers by a corporation have been 
held to constitute dividends when circumstances 
indicated that there was no genuine intent to 
repry. Regensburg v. Commissioner, 44-2 ustc 
9412, 144 F. (2d) 41, 32 A. F. T. R. 1141 
(CCA-2), cert. den., 323 U. S. 783 (1944). 

% Stewart v. U. 8., 51-2 usre { 9441, 100 F. 
=. 221, 225, 41 A. F. T. R. 101, 105 (DC 

eb.). 
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mortgaged crops when the deduction of the 
expense of production was appropriate and 
easy. 


“Considerations arising from those sources, 
along with others, eventually and quite early 
moved the congress to the allowance of an 
indulgent option to the borrower respect- 
ing the year or years in which reporting 
for income tax purposes may be made of 
the proceeds of such borrowings. The 
pertinent result is Title 26 U. S. C. A. § 123 
(a) and (b) ... .” 


Under the terms of the option, a tax- 
payer may elect to consider as income 
loans received from the Commodity Credit 
Corporation so as to include the proceeds 
of the loan in gross income for the taxable 
year in which received.” For the cash-basis 
taxpayer, mailing isn’t enough; actual re- 
ceipt is necessary.” If the commodities 
are later sold for more than the loan, the 
extra increment must be reported as income 
in the year of sale. If the sale is for less 
than the amount of the loan, no deductible 
loss is realized by the farmer if he is re- 
lieved of further liability for the loan™ If 
loans from several years are liquidated in 
one later year, the gain from one is fully 
taxable and the losses from the other are 
not deductible; the transactions cannot be 
offset.” 


Once the option has been elected, the 
method must be adhered to for subsequent 
years. Permission for a change in method 
may be secured from the Treasury by appli- 


” 1954 Code Sec. 77(a), enacted as 1939 Code 
Sec. 123; 53 Stat. 879; 56 Stat. 848. 

»W. A. Sloper, CCH Dec. 13,040, 1 TC 746 
(1943). 

1 Regs. Secs. 1.77-2(a)(1) (T. D. 6147, 1955-2 
CB 624) and (2). In most cases, if he chooses, 
the farmer can be relieved of personal liability 
(7 USCA Sec. 1425). 

2 Regs. Sec. 1.77-2(b). To allow the taxpayer 
to net losses and gains from different years 
would allow part of the income from the loan 
to go tax free, where the farmer was not re- 
quired to make good the deficiency. 

23 1954 Code Sec. 77(b). 

** Regs. Sec. 1.77-1. 

% Stewart v. U. 8., cited at footnote 18. 

26 1954 Code Sec. 1016(a) (8). 

*7 1954 Code Sec. 446(b)-(c), (a). 

*In the Sixth Circuit, it is probable that the 
clear reflection of income means ‘‘plainly, hon- 
estly, straightforwardly and frankly, but does 
not mean ‘accurately’... ."’ It does not mean 
‘‘without error or defect.’’ (Huntington Securi- 
ties Corporation v. Busey, 40-2 ustc { 9508, 112 
F. (2d) 368, 370, 25 A. F. T. R. 82 (CCA-6); and 
Glenn v. Kentucky Color & Chemical Company, 
51-1 ustc § 9167, 186 F. (2d) 975, 40 A. F. T. R. 
139 (CA-6). These authorities have been ques- 
tioned and the regulations interpreted more 
strictly. 
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cation made within 90 days after beginning 
of the taxable year affected.* The election 
under prior law must have been made by 
positive action in the return” It cannot 
be merely inferred from circumstances and 
cannot be later asserted by an amended 
return. When the election has been made 
and the loan returned as income, an adjust- 
ment to basis is required.” 


Selected farm accounting methods.—Tax- 
payers in general may use whatever method 
of accounting they choose. It must “clearly 
reflect income” ™ which may mean merely 
that the books must be kept honestly and 
in good faith* or may mean more, that 
“income should be reflected with as much 
accuracy as standard methods of accounting 
practice permit.” ” Consistency from year 
to year is a dominant accounting principle and 
legal requirement.” By current standards, the 
absence of formal organized records would 
seem not to deprive the taxpayer of the 
right to use any method he wishes, although 
under prior law if he didn’t keep books, he 
was not permitted any method except cash 
receipts and disbursements.“ Even with 
this concession, there remains the practical 
problem as to how the information can be 
assembled. If he does not keep books, he 
must use a calendar year for his reporting 
period.” The inadequacy of records and the 
application of acceptable techniques is a 
problem not the subject of this inquiry. 


It has been familiar hornbook law that 
the average taxpayer may use either the 


® Circuit Judge (formerly Yale Law School 
Dean) Clark in Caldwell v. Commissioner, 53-1 
ustc § 9218, 202 F. (2d) 112, 43 A. F. T. R. 271 
(CA-2). Cf. Herberger v. Commissioner, 52-1 
ustc { 9253, 195 F. (2d) 293, 41 A. F. T. R. 907 
(CA-9), cert. den., 344 U. S. 820 (1952). See 
note, “Clearly Reflecting Income Under § 446 of 
Internal Revenue Code (1954),"" 54 Columbia 
Law Review 1267. 

3° General Accepted Auditing Standard (Ameri- 
can Institute of Accountants, 1954), p. 51; 
Blough, Accounting Principles and Their Ap- 
plication (C. P. A. Handbook, American In- 
stitute of Accountants), Ch. 17, p. 24 (1953). 
Regs. 118, Sec. 39.41-2 requires ‘‘reasonable con- 
sistency."’ 

% “Tt is not necessary to keep books in order 
to have an accounting method.’’ (S. Rept. 1622, 
83d Cong., 2d Sess., p. 300 (1954)). We suppose, 
with some reservations, that committee com- 
ment with the surrounding safeguards in effect 
has overruled decisions which seemed to mean 
that a taxpayer who kept no records could not 
report income on the accrual basis. Greengard, 
CCH Dec. 2913, 8 BTA 734 (1927), sub nom., 
Greengard v, Commissioner, 1929 CCH D-9022, 
29 F. (2d) 502, 7 A. F. T. R. 8323 (CCA-7, 1928). 
A coparticipant in this symposium seems to 
think otherwise (Halstead, ‘Taxation of 
Farmers,’’ 1 Practicing Lawyer 57, 59). 

*2 1954 Code Sec. 441(g) (1). 
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cash-receipts-and-disbursements method or 
the accrual method. Only simple patterns 
will justify the use of the cash basis, which 
seems to derive its results from the cash 
register: When the money comes in, it’s 
income; when the bills are paid, they’re 
expense. 


For most taxpayers, as a general rule, 
accrual accounting practices are required 
when inventories are a material factor in the 
production of income.” Written inventory 
records are obligatory,” presumably because 


of the dangers to the revenue inherent in 
short memories and the ease of conscious 
distortion not easily refuted. 


Where inventories are significant, although 
the United States Court of Appeals for the 
Sixth Circuit seemed to think otherwise,” 
the Treasury holds that “no method of ac- 
counting in regard to purchases and sales 
will correctly reflect income except an ac- 
crual method... .”™” The method also 
requires adequate adjustment for receiv- 
ables and liabilities incurred.” 





Table I—A Selected Synoptic Comparison of Elements of Tax Accounting 
Methods for Agriculture 


Characteristics of 
Method 


Accounting event for 
taxability of income. 


Code Section 446(c). 


Accounting event for 
deductibility of costs. 
Section 461(a). 


Deviations from strict 
application and implica- 
tions of governing prin- 
ciple. Cf. Code Sections 
452 and 462, repealed. 


Accounting for expenses 
running over several 
years’ duration. 


Necessity of inventories 
for average taxpayer. 


*% Regs. 118, Secs. 39.22(e)-1, 39.41-3(d). 
“TI. T. 1673, II-1 CB 30 (1923); 


Cash-Receipts-and- 
Disbursements Method 


Income is taxable in year 
when cash or fair market 
value of cash equivalent is 
received by taxpayer. Code 
Section 451(a). 


Cost must have been paid 
within taxable year. 


Constructive-receipt doc- 

trine creates liability even 
though cash not actually 
received if right is not re- 
stricted, Regulations 118, 
Sections 39.42-2 and 39.42-3. 
(Akin to accrual method.) 


Expenditures having a du- 
ration of several years must 
be spread out similarly to 
accrual. See text for foot- 
note 45. 


Not needed; method not 
permissible to nonfarmers 
who have inventories. Re- 
ulations 118, Section 39.22 
(a)-7(a). 


see C. 2. 


Accrual Accounting 


Accrual of unconditional and en- 
forceable right to income at its fair 
market value. See footnote 43. 


Taxpayer must have incurred (1) 
an enforceable liability to pay (2) 
an ascertainable amount (3) within 
the year (U. S. v. Anderson, 1 
ustc J 155, 269 U. S. 422,5 A. F. 
T. R. 5674 (1926); Harrold v. 
Commissioner, 52-1 ustc { 9107, 
192 F. (2d) 1002, 41 A. F. T. R. 
442 (CA-4, 1951).) 


Receipt of prepaid income tax- 
able even though attributable to 
subsequent periods (akin to cash 
method). 


For many purposes the rule is the 
same for both methods. 


Required for almost all accrual- 
basis taxpayers. Regulations 118, 
Sections 39.22(c)-1, 39.41-3(a). 
For methods, see Table II. 


tucky Color & Chemical Company, cited at foot- 





Clark, CCH Dec. 12,412-F (1942); Regs. 118, Sec. 
39.22(c)-2(e). 

%* That the government cannot compel the use 
of the accrual method merely because there are 
inventories unless there has been a reasonable 
determination that cash-basis accounting does 
not clearly reflect income, see Glenn v. Ken- 
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note 28; contra, Herberger v. Commissioner, and 
Caldwell v. Commissioner, both cited at foot- 
note 29. 

* Regs. 118, Sec. 39.41-2(a). 

* Aluminum Castings Company v. Routzahn, 
Boog 7615, 282 U. S. 92,9 A. F. T. R, 567 
(1 : 


February, 1957 ® TAXES — The Tax Magazine 








Table I—-A Selected Synoptic Comparison of Elements of Tax Accounting 
Methods for Agriculture—Continued 


Characteristics of 
Method 


Necessity of inventories 
for farmer taxpayer. 


Complexity of records: 
no books required for 
any method. See foot- 
note 31. 


Function in farmer’s 
economic position. 


Relation to farmer’s 
cash position and equity. 


Relative tax advantages 
when breeding livestock 
is liquidated for capital 
gain. Code Section 
1231(b) (3). 


Principal disadvantages. 


Permanent avoidance of 
income tax on increase 
of wealth not taxed up 
to owner’s death. Code 
Section 1014(b) (1), (9). 


Agriculture 


Cash-Receipts-and- 
Disbursements Method 


No inventories reportable 
whether or not he has in- 
ventories. Regulations 118, 
Section 39.22(a)-7(a). 


Simplest form; no inven- 
tory required. 


Produces diminished in- 
come taxes in years of 
increasing inventories and 
decreasing tax rates on 
heavy income. 


Usually cash available to 
pay taxes; not related to 
over-all net worth. 


Livestock bred, born and 
raised by taxpayer is not 
included in inventory, has 
no basis; maximum amount 
receives favored tax treat- 
ment as capital gain; but 
beware the possibility of in- 
come bunching. 


(1) Possibility of bunching 
income with corresponding 
lack of freedom to market 
resulting from desirability 
of avoiding bunching. 

(2) Cash basis does not re- 
flect losses when inventory 
prices are declining. 


Avoidance of taxation of 
total+ fair market value of 
inventory arises by new 
basis acquired from dece- 
dent. Costs were deducted 
during lifetime; there is no 
death tax on value. These 
amount to double blessings. 
This advantage is peculiar 
to cash-basis farmers only. 
Caveat: Does this consti- 
tute income in respect of 
decedent? (Code Section 
691.) See discussion below. 


Accrual Accounting 


Required the same as for any ac- 
crual taxpayers. Regulations 118, 
Sections 39.22 (a)-7(b), 39.22(c)-6. 


More complicated; requires ac- 
count of accrued rights and liabili- 
ties. Requires written accounting 
for inventories. See footnote 34. 


Correctly reports income; not sub- 
ject to cash transactions in or out. 
Sales feasible whenever market 
warrants; less artificial bunching. 
Tax cost lower as tax rates go up. 
Expenses can be recognized whether 
cash is paid or not. 


Taxes are due whether or not 
cash is available. Tax decrease if 
value of inventories decline below 
cost. Compare farm inventory 
methods, at Table IT. 


Livestock bred, born and raised 
by taxpayer is valued according ° 
to the method in use. The special 
tax treatment is least favorable 
where the inventories are valued 
highest. 


(1) Greater complexity, more rec- 
ords. (2) Higher tax cost as in- 
ventories rise. (3) Taxes due 
regardless of cash position. (4) 
Capital gain advantage reduced 
by higher basis, which cuts amount 
for special treatment under Code 
Section 1231(b)(3). (5) Inven- 
tory is a part of income in respect 
of decedent. 


This option does not work in 
favor of an accrual-basis tax- 
payer, since the inventories must 
be included to determine income. 
Regulations 118, Section 39.22(a)- 
7(b). 
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Events sometimes don’t fit the cut-off 
date of the calendar; taxpayers jump the 
bounds of strict logic; for one reason or 
another, they use a hybrid system. The 
courts have insisted upon full application 
of the logic of the method in use. Hybridiz- 
ing was formerly held to be improper.” 
But in day-to-day practice we have ob- 
served that this standard was often over- 
looked.” Under the present Code, if the 
method of accounting regularly used by the 
taxpayer clearly reflects income, it is ac- 
ceptable even though it combines more than 
one method despite the taxpayer’s failure 
to keep books.“ 


While attempts at hybrid accounting have 
faltered and stumbled in the courts, judicial 
and administrative hybridizing, for good 
reason and poor, has brought significant 
intermixture of standards. Departures from 
strict application of the principles of cash and 
of accrual accounting have been developed 
so that results flowing from each in some 
areas bear a practical resemblance to the 
other, even though the basic theories are 
different. 


The cash method—according to the jingle 
in the till as its elementary test—has been 
modified by the salutary doctrine of con- 
structive receipt.” Notice its strong family 
resemblance to the accrual-of-right concept 
in the accrual method.“ In spite of a shift 
in the basic doctrines for an accrual-basis 
taxpayer, cash received often produces pres- 
ent taxable income even though a future ex- 


* Niles Bement Pond Company v. U. S8., 2 
ustc 4518, 281 U. S. 357, 8 A. F. T. R. 10895 
(1930). 

* Another writer reports the same condition: 
Ver Ploeg, Farm Income Tax Manual (1954), p. 
22 


* 1954 Code Sec. 446(b), (c)(4). 

“S. Rept. 1622. 

# Regs. 118, Secs. 39.42-2—39.42-3. 

* The leading case on accrual of income has 
been Spring City Foundry Company v. Commis- 
sioner, 4 ustc § 1276, 292 U. S. 182 (1934). I 
sometimes like to test my own thinking by ask- 
ing whether a court would sustain a demurrer 
or overrule a motion for judgment on a suit 
brought on the last day of the taxable year 
involved. A condition not removed within the 
year would probably compel a conclusion for 
the defendant. From this legalistic test, I can 
conclude that no income has been realized; the 
taxability must be postponed until the last con- 
dition has been satisfied. 

* Among numerous possible examples, the 
prepaid-rent disputes are typical. See Rosen- 


bery, “‘Advance Payments in Sale and Lease 
Transactions,"" 24 TAXES 243 (March, 1946); 
Morehead, ‘‘Real Estate Transactions,’’ Pro- 


ceedings of New York University Seventh An- 
nual Institute on Federal Taxation (1949), at p. 
1036. 

“A cash-basis taxpayer has created an asset 
having several years’ duration. A deduction is 
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pensive obligation remains.“ Even though 
a cash-basis taxpayer has laid out present cash 
for several years of insurance protection, the 
expense must be prorated.“ This is the 
same result as for the accrual taxpayer.“ 


These amalgamations, confusions, grada- 
tions and adaptations are applicable gener- 
ally to most taxpayers. They are problems 
requiring their own special treatment.” 
Some applications were partially modified 
by new provisions in Internal Revenue Code 
Sections 452 and 462. The approximate 
former status quo was restored by the recent 
retroactive repeal.“ Other changes seem 
to be forthcoming, perhaps soon. 


In the major premises, these general 
principles apply to agriculture. But as every- 
body knows, farmers are different. A long- 
standing exception has allowed farm income 
to be reported on the cash basis“ even 
though inventories are significant.” Farmers 
on the accrual basis are generally on the 
same footing as any accrual-basis taxpayer 
except that special inventory valuation 
methods are available for their use. 


At death, the cash-basis farmer may en- 
joy another special favor, perhaps unin- 
tended. The average taxpayer with inventories 
is required to accrue the value represented.” 
Accrual of the inventory at the death of the 
accrual taxpayer is a by-product of the 
statutory plan taxing income in respect of a 
decedent. Its value is taxable as income to 
the beneficiaries.” Not so the farmer on the 


allowable only to the extent of the current 
pro-rata portion of the premium paid for pro- 
tection spread over the life of the policy. (Com- 
missioner v. Boylston Market Association, 42-2 
ustc § 9820, 131 F. (2d) 966, 30 A, F. T. R. 512 
(CCA-2).) 

*#An accrual-basis taxpayer carries the cost 
ratably to the years for which protection has 
been paid. (Higginbotham-Bailey-Logan Com- 
pany, CCH Dec. 2901, 8 BTA 566 (1927).) 

*“ The literature of taxation has been prolific 
on this subject for a decade. Two long treat- 
ments of the problem are cited at footnote 2. 
Before these appeared, I collected a group of 
references in an article. See Boehm, ‘‘Adjusted 
Gross Income—lIts Increasing Importance,"’ 27 
TAxes 351, footnote 2 (April, 1949). Most 
standard tax references contain further develop- 
ment of the varying ramifications of the 
problem. 

* Repealed by H. R. 4725, Pub. L. 74 (June 
15, 1955). 

*A cash-basis farmer must file Form 1040-F 
as a supplement to his return (Regs. 118, Sec. 
39.22(a)-7(e)). 

* Regs. 118, Sec. 39.22(c)-6. 

| Regs. 118, Secs. 39.22(c)-1, 39.41-3(a). 

* 1954 Code Sec. 691. The net tax benefit will 
depend upon the inventory methods in use. If a 
farmer is on a cash basis he uses no inventories. 
As a result, his capital gain is larger. See 
Moen, work cited above, at p. 41. 
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Table iI—An Illustration of Divergencies in Farm Inventory 
Valuation Methods 


Lower 
of Cost 
Item _ Cost Market or Market 
Y RSs $10 $14 $10 
B 15 10 10 
Cc 14 14 14 
D 12 15 12 
E 19 12 12 
Totals $70 $65 $58* 


* When a taxpayer has once used the lower 
of cost or market for inventory pricing, he 
cannot later use cost when assets become de- 
preciable. (Bill Smith, T. C. Memo. Dec.) 


Unit Classi- Unit- 
Farm- fication Livestock- 
Marketing Price Previously Price 
Cost Method Adopted Method 

$1 $13 $15 $15 
1 9 22 22 
1 13 30 30 
1 14 10 10 
1 ll 20 20 
$5 $60 $97 


NOTE: These cases are unrealistic because 
they are entirely imaginary. But the sages 
have said that truth is stranger than fiction. 





cash basis: Since the inventories during his 
lifetime are not required of him,” observers 
feel that inventories at death are not in- 
cludable either in his income or in the in- 
come of his successors.“ Dicta of the 
United States Court of Appeals for the Ninth 
Circuit might mean that this distinction is 
headed for a sudden end.” 


Crop-basis accounting.—Some crops have 
cultivation cycles which extend over more 
than one year. The most usual examples 
are sugar cane and pineapples. The ac- 
counting method has been described by the 
United States Court of Appeals for the 
District of Columbia :” 


“In the Hawaiian Islands, a crop of sugar 
cane is planted in the spring of one year, 
brought under cultivation in the fall of the 
following year, and harvested and manu- 
factured into commercial sugar in the third 
year. During each calendar year, work is 
being performed on three separate crops [:] 
the crop that is being harvested, the crop 
under cultivation which was planted the 
prior year, and the crop that is then being 
planted which will be harvested two years 
thereafter. The crop basis of accounting is 


in general use on the sugar plantations of 
the islands, and, under that system, a crop 
is treated as a venture, and an account kept 
for each crop. The expenses of the crop 
from the preparation of the soil to the manu- 
facture of the cane into sugar is charged to 
the crop account, and all receipts from the 
crop are credited to the crop account. When 
the crop is disposed of, it is then determined 
whether a profit was realized or a loss 
sustained.” 


The special method known as crop-basis 
accounting is available for taxpayers who 
first secure from the Treasury special per- 
mission for its use.” The entire cost of pro- 
ducing the crop, including the rent for the 
land for the time cycle,” is charged as a 
deduction in the year in which the gross 
income from the crop is realized.” Con- 
versely, awards in the nature of insurance 
for strike damage to the crop are income in 
the year the cycle is complete, even though 
received in an earlier year.” Each crop is 
treated as an independent unit, for which 
complete cost records are maintained. This 
treatment seems to be similar to the com- 


pleted contract method venture accounting 


% Regs. 118, Sec. 39.22(a)-7(a). 

% Young, ‘‘Linde Decision Confuses Tax Treat- 
ment of Cash Basis Decedent [Farmers] Inven- 
tory,"’ 4 Journal of Taxation 160, 44 Illinois Bar 
Journal 44; Ver Ploeg, work cited at footnote 
39, at pp. 6, 11, cited Tom L. Burnett 2Zstate, 
CCH Dec. 13,5449, 2 TC 897 (1944), acq., 1944 
CB 4. 

*% Commissioner v. Linde, 54-1 ustc { 9384, 213 
F. (2d) 1 (CA-9), cert. den., 348 U. S. 871, com- 
mented upon by Miller, ‘‘Tax Problems in Es- 
tates,’’ Proceedings of New York University 
Fourteenth Annual Institute on Federal Taxa- 
tion (1956), at pp. 331-332. 

% Kekaha Sugar Company, Ltd. v. Burnet, 5 
ustc { 1583, 50 F. (2d) 322, 9 A. F. T. R. 1653 
(DC D. C., 1931). 


Agriculture 


* Regs. 118, Secs. 39.22(a)-7(d), 39.41-2(c) and 
39.23(d) (11). 

8s Kekaha Sugar Company, Ltd., CCH Dec. 
4394, 13 BTA 690 (1928), modified and aff'd (see 
citation at footnote 56). But see Amling-DeVor 
Nurseries, Inc. v. U. 8., 56-1 ustc § 9389 (DC 
Calif.), where the Treasury contended that the 
taxpayer had in effect adopted the crop method 
without permission, and should be held to it. 

%® Regs. 118, Sec. 39.23(a)-11. 

© Kahuku Plantation Company, CCH Dec. 
4181, 12 BTA 977 (1928), modified, CCH Dec. 
4319, 13 BTA 292, acq., VII-2 CB 21; Oahu Sugar 
Company, Ltd., CCH Dec, 4343, 13 BTA 404 
(1928): Ewa Plantation Company, CCH Dec. 
4375, 13 BTA 625 (1928). 
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and to job cost-accounting techniques em- 
ployed in some industries. In one case, indi- 
rect costs were distributed on a direct-labor- 
hours basis.“ But an ordinary crop pro- 
duced by an ordinary accrual-basis taxpayer 
cannot be held over from one year to the 
next in order to use crop-accounting methods.” 
The explicit language of the regulation re- 
quires a characteristic growing cycle of 
more than a year. 


Since prior permission to use the crop 
method must be secured from the Treasury, 
in order to prevent double deductions, it is 
usual practice to require the taxpayer to 
agree to eliminate expenses previously 
claimed.“ If the taxpayer agrees, in order 
to get permission to change, he cannot com- 
plain that distortion of his income occurs in 
the year of change-over.” 


It is apparent that the several-year cycle 
of growth plus the necessary prior Treasury 
permission will encourage only a few rare 
examples of crop-basis accounting.” 


Farm inventory practices. — “Whenever 
the use of inventories is necessary in 
order clearly to determine the income of 
any taxpayer, inventories shall be taken by 
the taxpayer as nearly as may be to 
the best accounting practice in the trade or 
business and as most clearly reflecting the 
income.” “ 


Wide discretion has been reposed in the 
Treasury to prescribe the basis for inven- 
tory accounting. Only farmers using ac- 


* See Brown, CCH Dec. 5762, 18 BTA 859 
(1930), and compare R. A. Sewell Estate, CCH 
Dec. 13,732(M), 3 TCM 106, Regs. 118, Sec. 
39.22(a)-7(c). 

@ Kahuku Plantation Company v. Commis- 
sioner, 43-1 vustc { 9229, 132 F. (2d) 671, 30 
A. F. T. R. 655 (CCA-9, 1942). 

*® Regs. 118, Sec. 39.22(a)-7(c) permits crop 
accounting where the producing cycle takes 
“more than a year from the time of planting 
to the time of gathering and disposing.”’ 

“1. T. 2614, XI-1 CB 48. 

*% Kahuku Plantation Company v. Commis- 
sioner, cited at footnote 62. 

* Few litigated cases have reached the courts 
to raise questions which derive from crop ac- 
counting methods. In addition to the authori- 
ties cited in this section, see Waimanalo Sugar 
Company, CCH Dec. 4212, 12 BTA 1241 (1928), 
modified in CCH Dec. 4320, 13 BTA 323 (1928), 
acq., VIII-1 CB 47; Kahuku Plantation Com- 
pany, CCH Dec. 11,685, 43 BTA 784 (1941), 
aff'd, Kahuku Plantation Company v. Commis- 
sioner, cited at footnote 62. We have been told 
that there are virtually no other crops grown 
in the United States which fit this pattern. De- 
pending on the farming method used, clover 
might fit the definition. Their value is so small 
that no need for special treatment can be ex- 
pected. See Amling-DeVor Nurseries, Inc. v. 
U. 8., cited at footnote 58, where the govern- 
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crual accounting methods are required to 
report inventories for purposes of income 
taxation.” 


The inventory practices must meet cer- 
tain general tests: 


(1) The items must be subject to rea- 
sonable inclusion in the inventory. Thus, 
items for which title is not vested in the 
taxpayer ” and assets not normally a part of 
the inventory ™ may not be considered. 


(2) An appropriate permanent method of 
recording the inventory and the pricing 
must be provided. A good memory is not 
enough; the inventory must be written.” 


(3) The inventory must be taken as nearly 
as may be according to the best accounting 
practice in the trade or business. 


(4) The inventory must “most clearly re- 
flect . . . income.”™ 


(5) The method must be used consistently 
from year to year.” 


Four standard inventory methods are open 
to use by the farmer after having made a 
timely election or having secured permis- 
sion from the Treasury:” (1) cost, (2) 
lower-of-cost-or-market, (3) farm-price and 
(4) unit-livestock-price methods.” 


Familiar principles of costing are more 
difficult to apply in farming because of a 
common deficiency of adequate records. 
The cost of raw materials and supplies, di- 
rect labor and ordinary burden™ including 
management expenses must be included in 
cost." Taxes are not includable in the burden 


ment contended that rose bushes were accounta- 
ble under the crop basis, The method seems to 
be alive but of limited use, according to Treas- 
ury unofficial comment. 

* 1954 Code Sec. 471. 

* No regulations under the Internal Revenue 
Act of 1954 have been adopted or proposed. 
The prior governing provision was 1939 Code 
Sec. 22(c). 

® Regs. 118, Sec. 39.22(c)-6. 

® Regs. 118, Sec. 39.22(c)-1; Brown Lumber 
Company v. Commissioner, 1929 CCH D-9395, 35 
F. (2d) 880, 8 A. F. T. R. 9777 (CA D. C.); 
U. 8. v. Amalgamated Sugar Company, 4 ustc 
7 1339, 72 F. (2d) 755, 14 A. F. T. R. 508 
(CCA-10, 1934). 

™ Pierce-Arrow Motor Car Company v. U. 8., 
35-1 ustc { 9073, 9 F. Supp. 577, 15 A. F. T. R. 
8 (Ct. Cls.). 

"C. HB. Clark, cited at footnote 34; Regs. 118, 
Sec. 39.22(c)-2(e); I. T. 1673, Il-1 CB 30. 

73 1954 Code Sec. 471. (This section applies to 
enumerated items (3) and (4).) 

™ Regs. 118, Secs. 39.41-2(a), 39.22(c)-2(b). 

™ Regs. 118, Secs. 39.41-2(c), 39.22(c)-2(b). 

™ Regs. 118, Sec. 39.22(c)-3—4, 6(d)—(e). 

™ Burden must be included (Garden City 
— Company, CCH Dec. 9611, 35 BTA 770 
(1937)). 

Regs. 118, Sec. 39.22(c)-3(c). 
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element.” Farmers may approximate their 
costs for inventory purposes if they follow 
the normal established farm practices.” 


The lower-of-cost-or-market method pro- 
duces an additional train of problems. 
“Market” means current bid price, but re- 
quires appropriate proof. In some limited 
cases, the direct cost of marketing may be 
reflected in the market value. The com- 
putation must be made as to each item 
separately, and the lower used in each 
case™ by groups. 


The farm-price method is a device peculiar 
to tax accounting for farmers; no others 
may use it.” The right to the option is 
theirs alone; they cannot be forced to use 
the method. Growing crops are not in- 
cludable.* The valuation is fixed at the 
current market price ™ at a nearby market ™ 
reduced by the direct cost of disposition. 
Permission to change to the method must 
be obtained from the Treasury,” but it 
won't be granted retroactively.™ 


For the single inventory element of live- 
stock,” since 1944 the Treasury has per- 
mitted a further refinement, officially termed 
“the unit-livestock-price method.” The tax- 
payer must establish by adequate records” 
the quantities in the inventory, must define 
reasonable classifications for his livestock 
and must set up reasonable standard unit 
prices for the animals described. The 
classic government example described the 
process.” 


If a cattle raiser determines that it costs 
approximately $15 to produce a calf, and 
$7.50 each year to raise the calf to maturity, 
his classifications and unit prices would be 
as follows: calves, $15; yearlings, $22.50; 


” Taxes are deductible when paid or accrued; 
they can’t be buried in inventory valuations. 
Years of consistent accounting practice by the 
taxpayer and by the industry don’t make any 
difference (Montreal Mining Company, cited at 
footnote 11). This rule violates accepted cost- 
accounting practices. 

%® Regs. 118, Sec. 39.22(c)-3(d). 

§t Regs. 118, Sec. 39.22(c)-4(a)-(c). 

82 Moody-Warren Commercial Company, CCH 
Dec. 8376, 29 BTA 887 (1934); cf. Cornelia 
Adair, CCH Dec. 11,625, 43 BTA 384 (1941), acq., 
1941-1 CB 1. 

88 Reynolds Cattle Company, CCH Dec. 8711, 
31 BTA 206 (1934), acq., XIII-2 CB 16. 

*T. T. 1368, I-1 CB 72; O. D. 995, 5 CB 63. 

% Regs. 118, Sec. 39.22(c)-6(d); Sorelle, CCH 
Dec. 20,372, 22 TC 459 (1954), acq., I. R. B. 
1955-17, 6. A taxpayer's own sales within a 
week are probative evidence of the current 
price (Canter, CCH Dec. 20,118(M), 13 TCM 
43 (1954)). 

% Bamert, CCH Dec. 3006, 8 BTA 1099 (1927), 
acq., VII-1 CB 3; Peterson, CCH Dec. 14,476, 4 
TCM 346 (1945). 

8st Regs. 118, Sec, 39.41-2(d). 
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two-year-olds, $30; mature animals, $37.50. 
The classification selected by the livestock 
raiser, and the unit prices assigned to the 
several classes, are subject to approval by 
the Commissioner upon examination of the 
taxpayer’s return.” 


The unit-price method can be easily 
adopted without previous permission by 
accrual-basis taxpayers who have been re- 
porting on the basis of cost or the lower 
of cost or market. A cash-basis taxpayer 
must obtain permission to change to any 
inventory method.” The unit-livestock-price 
method is one application of accrual ac- 
counting.“ Presumably, the right to use 
the method would follow from general per- 
mission to shift to accrual techniques. An 
accrual-basis farmer who has been using the 
farm-price method must obtain permission 
to use the unit-livestock-price method. Once 
adopted, all animals raised must be so 
valued whether used for breeding, draft or 
dairy purposes. To change the classifica- 
tion of animals or unit prices requires spe- 
cial permission. But the method does not 
apply to purchased animals, except that the 
cost must be increased for age brackets 
similarly applied.” If a purchased animal 
can be identified at the time of loss or sale, 
the cost price will control; otherwise, first- 
in-first-out cost will apply. 


Amortization of grain-storage facilities.— 
Farmers will be directly assisted by gov- 
ernmental policy which encourages by tax 
techniques the construction of facilities for 
the storage of grain they produce.” Unlike 
the soil- and water-conservation deduction, 
which explicitly applies only to farmers,” 
“any person who constructs, reconstructs or 


88 A. R. R. 6207, III-1 CB 62 (June, 1924). 

% The taxpayer might well be using the 
unit-livestock-price method for his livestock, the 
crop basis (see ‘‘Crop-basis accounting,’’ above) 
for his sugar cane and some other inventory 
method for other parts of his farming. 

%® Mim. 5790, 1945 CB 72. 

* Regs. 118, Sec. 39.22(c)-6(e). 

® For an example of the inventory method 
at worx, see Fawn Lake Ranch Company, CCH 
Dec. 17,061, 12 TC 1139 (1949), acq., 1953-1 CB 4. 

% Regs. 118, Sec. 39.22(c)-6(h), (a)—(b). 

% Diamond A Cattle Company, CCH Dec. 
19,927, 21 TC 1, 5 (1953). 

® Regs. 118, Sec. 39.22(c)-6(f)—(h). 

% 1954 Code Sec. 169(a) and (d)(1). Ohio 
property tax classification rulings are discussed 
by Lynn and Oster, ‘‘Real Property Taxation of 
Farm Lands and Structures,’’ 17 Ohio State Law 
Journal 75, 79. 

1954 Code Sec. 175(a): ‘In General.—-A 
taxpayer engaged in the business of farming 
may treat expenditures . for soil or water 
conservation as a deduction.’’ (Italics 
supplied.) 
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erects a grain-storage facility’™ “for the 
storage of grain produced by him”™ is en- 
titled to special treatment. Enterprisers 
selling or processing grain in commerce are 
not covered. The deduction must first be 
applied to determine adjusted gross income.™ 


At least generally comparable to fast 
write-offs permitted to industry for some 
facilities, a 60-month amortization ™ plan 
is permitted as to the cost of the grain 
facilities. The deduction is available for 
construction completed during the period from 
December 31, 1952, through 1956. Not- 
withstanding the concern for farmers during 
an election year, an extension of two years 
passed by the House of Representatives 
bogged down in amendments in the Senate, 





% 1954 Code Sec. 169(a) (1). 

1954 Code Sec. 169(d)(1). Query: For this 
purpose, can a taxpayer not a farmer produce 
grain? What about hobby farmers who are not 
farmers within the meaning of the Code? See 
footnote 15. We suppose that the term ‘‘per- 
son'’ was used in Sec. 169(a)(1) and (2) so as 
to cover both farmers under Sec. 169(d)(1) in 
their function as producers, and also grain- 
elevator operators under Sec. 169(d)(2). 

% The statute seems to apply only to grain- 
storage facilities for producers (1954 Code Sec. 
169(d)(1)) and elevators (1954 Code Sec. 169 
(d)(2)). We suppose that food millers, proc- 
essors or distillers, usually users of grain, can- 
not be covered under the elevator provision. 

11954 Code Sec. 62(1); Regs. 118, Sec. 
22(n)-1(c). 

102 1954 Code Sec. 168. The amortization plan 
for defense facilities is generally comparable 
to the grain-storage deduction provision. World 
War I brought the first use of a similar plan 
(40 Stat. 1078; 42 Stat. 255; Revenue Act of 
1918, Sec. 234(a)(8)). The crisis of World War 
II brought renewed use of the plan (Second 
Revenue Act of 1940, Sec. 302). During the 
Korean episode, it became a part of the law 
again. See 1939 Code Sec. 124-A. Among many 
comments on the defense facility provisions, 
see Green, “Amortization of Emergency Fa- 
cilities,"’ Proceedings of New York University 
Tenth Annual Institute on Federal Taxation 
(1952), at p. 599. For an exhaustive treatment 
of amortization of emergency facilities, see 
Mertens, Law of Federal Income Tazation, Vol. 
4, Secs. 23.124 and following, 204. 

18 Amortization is generally equivalent to an 
accelerated write-off of the costs of assets which 
would be otherwise normally claimed by depre- 
ciation (Arkansads-Oklahoma Gas Company v. 
Commissioner, 53-1 ustc { 9170, 201 F. (2d) 98, 
43 A. F. T. R. 120 (CA-8)). As used in 1954 
Code Sec. 169(a), amortization contemplates 
an allocation of the basis of the grain-storage 
facility on a monthly basis equally over a five- 
year period. In this practical respect it oper- 
ates quite like the concept of depreciation which 
is ordinarily related to the useful life of a 
physical asset. For most purposes, they both 
work the same way, regardless of the label 
attached to the computation. The statute con- 
tains a restrictive element: ‘‘The election. . . 
shall be made only by a statement to that effect 
in the return for the taxable year in which the 
facility was completed.’ (Sec. 169(b).) 
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and failed of passage during the 1956 ses- 
sion of Congress.” By contrast, the fast 
write-off permitted to industry under the 
emergency-facilities provision can be cut 
off only by Presidential proclamation.™ 


In order to use the fast deduction, it is 
necessary that all of these elements coincide: 


(1) The subject matter technically termed 
grain-storage facilities includes only “any 
corn crib, grain bin, or grain elevator or 
any similar structure suitable primarily for 
the storage of grain . .” This would 
exclude structures not designed for, but 
merely adapted temporarily to, grain-storage 
purposes. Land™ and defense facilities ™ 
are not amortizable. 


Notice also that the net effect would seem to 
require that (1) the earliest date for completion 
would have been January 1, 1953, and (2) only 
taxpayers with a fiscal year ended in August, 
1953, or later could claim the deduction in the 
year of completion. But the statute also per- 
mitted the deduction in the year following 
completion (1939 Code Sec. 124B(b)). These 
alternatives are still available under the new 
law (1954 Code Sec. 169(b)). 

14 1954 Code Sec. 169 was based on the first 
enactment contained in the Technical Changes 
Act of 1953, effective August 15, 1953, 67 Stat. 
620, assimilated into the 1939 Code as Sec. 124B. 
Regulations covering the former statute ap- 
peared in T. D. 6112, 19 CFR Sec. 7453, 1954-2 
CB 184. 

105 HT. R. 9083 extended the expiration date to 
December 31, 1958, and amended Code Sec. 1238 
to provide that the sale or disposition produced 
ordinary income. The Senate added eight 
amendments. The changes had not been har- 
monized by adjournment time (ABA Taz Section 
Bulletin, July, 1956). This change would have 
eliminated the disparity with defense-facility 
amortization. See footnote 125. 

6 The ‘‘emergency period’’ during which fast 
write-off of emergency facilities may be per- 
mitted may be ended ‘‘on the date on which the 
President proclaims that the utilization of .. . 
the emergency facilities . . . is no longer re- 
quired in the interest of national defense.”’ 
(1954 Code Sec. 168(d)(2).) 

17 1954 Code Sec. 169(d) excludes land cost 
by considering only ‘‘property of a character 
which is subject to the allowance for depre- 
ciation provided in section 167 [which spells 
out the ground rules for depreciation]."’ 

18 The section seems to mean that the allow- 
ance will not be permitted to coincide with the 
quick write-off used in the case of defense facili- 
ties under 1954 Code Sec. 168. Under former 
law, some assets could meet both tests. It is 
hard to imagine why a taxpayer would have 
chosen to buck the restrictive regulations cov- 
ering defense facilities, with their prerequisite 
administrative permission (1954 Code Sec. 168 
(d)(1)) and the customary percentage limita- 
tion required by most certificates (1954 Code 
Sec. 168(e)(1)). Until late in 1953, the Office of 
Defense Mobilization had issued emergency de- 
fense regulations for grain-storage facilities 
which permitted fast write-off of 40 per cent of 
their cost. The new section above was much 
more generous. If the fast write-off had not 
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(2) The taxpayer's intention at the time of 
making the election must be to use the 
facility for the storage of grain. 


(3) The taxpayer's status as a producer is 
prerequisite; the intention must be to make 
use of the facility “for the storage of grain 
produced by him.” ™” 


(4) The taxpayer's time of construction 
must have been after December 31, 1952, 
and before January 1, 1957. 


(5) The taxpayer's legal interest may be 
one of several wide categories: Any “per- 
son who constructs, reconstructs or erects 
a grain storage facility” may be at his 
election entitled to a deduction with respect 
to the amortization of the adjusted basis. 
“Person,” broadly defined in Code Section 
7701(a)(1), is explicitly extended to a part- 
nership if the facility is intended for the 
storage of grain produced by the members.” 
Would a lessee who constructs a grain- 
storage facility on the land of another during 
the lease period qualify to use the deduc- 
tion?" The deduction is available to an 
estate or trust, but it must be apportioned 
between the income beneficiaries and the 
fiduciary. In line with familiar statutory 
patterns, a life tenant gets the entire deduc- 
tion; the remainderman gets none. In 
addition, a succeeding owner may qualify to 
use up the remaining time in the 60-month 
period if his predecessor had elected to use 
the fast write-off and if the predecessor had 
not discontinued the special deduction.™ 


(6) The taxpayer's formal election to amor- 
tize must, by statute, “be made only by a 
statement to that effect in the return for the 
taxable year in which the facility was com- 
pleted.”"" For a succeeding owner, the 
election must be made in the return for the 
year in which the facility was acquired. An 
alternative method permits an election be- 
fore the filing of the return affected by 
complying with a method prescribed by the 
Treasury. Under regulations promulgated 
under 1939 Code Section 124(b),"* con- 
siderable latitude was permitted in making 
the advance election, including delegation 
of liberal discretion to grant extensions.” 


The formal election to amortize must (1) 
be filed in the return for the year in which 
falls the first month of the 60-month period 
over which amortization is claimed, (2) con- 
tain a description of the facility sufficient 
for clear identification, (3) state the date on 
which construction was completed, (4) sum- 
marize the costs paid or incurred, excluding 
cost of land and (5) set out a statement 
that the taxpayer intends to use facility 
for storage of grain produced by him.™ 

Official Form 1040-F contains a provi- 
sion for inserting information concerning 
an amortization deduction. A simple ex- 
planation in the first affected return might 
properly state the taxpayer’s election to 
claim the special treatment. 


But suppose that a deduction is claimed 
under the notion that it is a repair or some 





(Footnote 108 continued) 

been claimed under the defense provisions, the 
taxpayer was permitted to apply for cancella- 
tion of the certificate and to switch to the 100 
per cent write-off spelled out in 1939 Code Sec. 
124B. (Office of Defense Mobilization, October 
12, 1953, OD-LS No. 261; Rev. Rul. 227 (1953), 
1953-2 CB 177, CCH Standard Federal Tax Re- 
ports (1953 Ed.), 7 6346.) 

Current construction of grain-storage facili- 
ties must be handled under the more favorable 
provisions of 1954 Code Sec. 169. 

Query: Can land cost, not deductible under 
the grain-storage provision, be written off under 
the defense-facility device? Will the government 
grant the prerequisite permission? 

The section continues by including ‘‘any 
public grain warehouse permanently equipped 
for receiving, elevating, conditioning, and load- 
ing out grain... .'" This seems hardly appli- 
cable to a farmer. A grain elevator, to which 
the statute also applies, is not reasonably in- 
cludable in an article on farmers’ tax problems. 

10 1954 Code Sec. 169(a)(1), (d)(1). 

111 The substantive provisions confer the right 
on “any person who constructs ... a grain- 
storage facility’’ (italics supplied) (1954 Code 
Sec. 169(a)(1)) and ‘“‘any person who acquires 
a grain storage facility’’ (1954 Code Sec. 169 
(a)(2)). The catch lines refer to ‘‘original 
owner’’ and ‘‘subsequent owners.’’ If owner- 
ship refers only to a fee simple, the lessee’s 
improvements don’t qualify. But the catch line 
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probably has no legal effect. See 1954 Code 
Sec. 7806(b), which may be applicable. Owner- 
ship might reasonably relate to the limited 
estate represented by the lease and the right 
to use and possession. Why isn't a lessee “‘a 
person’’? Cf. 1954 Code Sec. 7701(a)(1). 

21954 Code Sec. 642(f). It passes to the 
beneficiaries if it has not been consumed by 
the decedent and the estate or trust (1954 Code 
Sec. 642(h)). But see Miller, work cited at foot- 
note 55, at p. 336. 

13The amortization deduction is totally for 
the benefit of the life tenant and not deductible 
by the remainderman (1954 Code Sec. 169(g)). 
The same rule applies to defense facilities (1954 
Code Sec. 168(h)), depreciation (1954 Code Sec. 
167(g)) and depletion (1954 Code Sec. 611 
(b)(2)). See also 1954 Code Sec. 62. 

14 The rights of a subsequent owner are ex- 
plicitly limited (1954 Code Sec. 169(a)(2), (b), 
(e)(2)). 

145 1954 Code Sec. 169(b). 

16 No regulations have been issued interpret- 
ing 1954 Code Sec. 169. The prior statute was 
nearly identical. Regulations based on 1939 
Code Sec. 124(b) were issued November 19, 
1954, after the enactment of the new Code (T. D. 
6112, cited at footnote 104). There seems little 
reason to change these requirements. 

mt Even if the taxpayer didn’t meet the dead- 
line prescribed, he can do so later in the re- 
turn. 

u8'T D. 6112, cited at footnote 104. 
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other deductible expense connected with an 
eligible facility. Suppose that the deduction 
as claimed is disallowed by Treasury action 
and that the expenditure is required to be 
capitalized. The taxpayer might now claim 
an offset based upon the amortizable de- 
duction based upon construction of an ap- 
propriate grain-storage facility. Has he 


119 1954 Code Sec. 169(b). But by contrast with 
the strict requirement that the deduction be 
claimed ‘‘in the return,’’ notice 1954 Code Sec. 
175, which permits the deduction of certain soil- 


and water-conservation expenditures. The 
general subject is discussed under ‘‘Soil- 
and water-conservation expenditures,"’ below. 


The requirements spelled out in the Code section 
nowhere require that the return be used for 
the election. But the applicable regulations re- 
quire that the election ‘“‘shall be made by a 
statement attached to the return ... [and] 
shall specify the amount of each type of such 
expenditure and shall describe them in detail.’ 
(Italics supplied.) (T. D. 6118, 1955-3 CB 90, 
CCH Standard Federal Tax Reports (1955 Ed.), 
1 6114.) Does a taxpayer filing a delinquent 
return meet this requirement? Compare 1954 
Code Sec. 248(c). 

A new election with some similarities first 
appeared in 1954 Code Sec. 248(c). It permits 
a corporation to elect to amortize ratably, over 
an elected period of not less than 60 months, 
organization expenditures paid or incurred after 
the enactment of the Code. The Code requires 
the election to be ‘‘made not later than the 
time prescribed by law for filing the return 
for such -taxable year (including extensions 
thereof).’’ By regulation, the Treasury requires 
that the election must be made ‘‘in a statement 
attached to the taxpayer's return .... The 
statement shall set forth the description and 
amount of the expenditures .. . and the number 
of months (not less than 60...) over which 
such expenditures are to be deducted ratably."’ 
(T. D. 6118.) 


Here a parallel problem could arise. Some 
organization expenses, such as filing fees paid 
to the Secretary of State of Ohio on organiza- 
tion (see I. T. 2625, XI-1 CB 25) or reorgani- 
zation (see I. T. 2570, X-1 CB 115) are deductible 
as taxes, since they are paid into the general 
operating funds of the State of Ohio. The prob- 
lem of what expenses are currently deductible 
is not always easy to answer. Compare the 
Ohio rulings with those covering a filing fee 
paid by corporations to the State of Michi- 
gan; these have been held to be not deductible 
(I, 'T. 3468, 1941-1 CB 231, CCH Standard Fed- 
eral Tax Reports (1941 Ed.), 6316). See also 
the rulings concerning a bonus tax paid to 
Pennsylvania on an increase of capital stock 
(Greensburg Coal Company v. U. 8., 1929 CCH 
D-9196, VIII-2 CB 319, 7 A. F. T. R. 9306 (DC 
Pa., 1929); United Gas Improvement Company, 
CCH Dec. 7555, 25 BTA 1382 (1932), aff'd, 3 
ustc { 1094, 64 F. (2d) 957, 12 A. F. T. R. 474 
(CCA-3, 1933); and Summerill Tubing Company, 
CCH Dec, 9720, 36 BTA 347 (1937). A Tax 
Court practice of allocating reorganization ex- 
penses between capital expenditures and de- 
ductible expense appeared in Mills Estate, Inc., 
CCH Dec. 18,652, 17 TC 910 (1952), and again 
in Tobacco Products Bxport Corporation, CCH 
Dec. 19,208, 18 TC 1100 (1952). The whole prac- 
tice was condemned and reversed in Mills 
Estate, Inc. v. Commissioner, 53-2 ustc { 9525, 
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effected by the original deduction, by what- 
ever name, a sufficient compliance with the 
statutory requirement that the “election .. . 
shall be made only by a statement to that 
effect in the return” or must it be explicitly 
labeled and packaged, even to the extent 
of making alternative claims in the return? ™” 


206 F. (2d) 244, 44 A. F. T. R. 266 (CA-2), noted 
in 6 Stanford Law Review 368 (1954) and 102 
University of Pennsylvania Law Review 554 
(1954). But in another situation—where a dis- 
solution was followed by reincorporation—de- 
duction was allowed (Arcade Company, Inc. v. 
U. 8., 51-1 ustc § 9324, 97 F. Supp. 942, 40 
A. F. T. R. 913 (DC Tenn.), aff'd, 53-1 ustc 
7 9298, 203 F. (2d) 230, 43 A. F. T. R. 652 
(CA-6), cert. den., 346 U. S. 828. The rule of 
the Arcade case was questioned by Judge Frank 
in Bard-Parker Company, Inc. v. Commissioner, 
55-1 ustc J 9109, 218 F. (2d) 52, 57, 46 A. F. T. R. 
1418 (CA-2, 1954), cert. den., 349 U. S. 906. 

The committee comments tell us that under 
the 1954 Code recapitalization expenses are not 
deductible (S. Rept. 1622, 83d Cong., 2d Sess. 
(1954), citing Surety Finance Company v. Com- 
missioner, 35-1 ustrc § 9354, 77 F. (2d) 221, 15 
A. F. T. R. 1373 (CCA-9)). But reorganization 
expenses in a taxable reorganization involving 
a liquidation followed by a reincorporation con- 
ceivably might be deductible in spite of 1954 
Code Sec. 248. Compare Bakst, ‘‘Does Dissolu- 
tion Followed by Reincorporation Constitute a 
Reorganization?’’ 33 Taxes 815 (November, 
1955). 

With this history of turmoil and confusion, 
possibly helped along by 1954 Code Sec. 248, it 
would be a wise taxpayer who claimed his de- 
duction with the intention of later settling the 
application of the subtleties and nuances of the 
cases at the time of the Treasury's examina- 
tion. But having currently expensed the entire 
item, has he complied with the limitations in 
the Code section and the regulations? How im- 
portant is the detailed statement in this situa- 
tion? Has he met the time limit inherent in 
the requirement of the regulation that the 
election be stated in the return? 

Does the claim for deduction in a return of 
the entire expenditure under one rationale 
amount at least to an equivalent claim for 
the same amount or a less amount under 
another rationale? For some discouraging pre- 
cedents based on claims for refund, see U. 8. v. 
Felt & Tarrant Manufacturing Company, 2 ustc 
{ 708, 283 U. S. 269, 9 A. F. T. R. 1416 (1931). 
Where the taxpayer misconceived the proper 
ground for his refund in ‘a suit to recover a 
refund, the government can properly deny the 
refund (Real Estate-Land Title & Trust Com- 
pany v. U. 8., 40-1 ustc { 9184, 309 U. S. 13, 23 
A. F. T. R. 816; Nemours Corporation v. U. 8., 
51-1 ustc { 9271, 188 F. (2d) 745, 40 A, F. T. R. 
485 (CA-3), and dozens of similar cases. 
One court, acting under Federal Rule of 
Civil Procedure 54(a), has allowed relief 
which was not claimed in the pleadings 
(Agarano v, U. 8., 53-1 ustc { 9319, 110 F. Supp. 
609, 43 A. F. T. R. 549 (DC Hawaii). 

We know of no rulings that apply the rules 
to produce such harsh results where the item 
was not correctly claimed in the return. Con- 
cededly, there can be a substantial difference 
between a return, governed now by 1954 Code 
Secs. 6011-6012, among others, and a claim for 
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Table III—A Synoptic Comparison of Amortization of Special Facilities: 
Differences in 60-Month Write-offs: Consequences 1954 Code 


Difference in 
Characteristic 
Source of right to claim 

deduction, 


Amount of cost which 
may be amortized. 


Assets includable to de- 
termine amount of de- 
duction. 


Termination of right to 
deduction for assets to 
be constructed. 


Acquisition by subsequent 
owner. 


Treatment of gain from 
sale of assets. 


Emergency Facilities 
(Code Section 168) 
Must be secured from admin- 
istrative authority in response 


to specific application. Code 
Section 168(e) (1). 


Limited to element found amor- 
tizable by administrative au- 
thority. Code Section 168 


(d)(1). 


Any permitted assets includ- 
ing land. Code Section 168 
(d)(1). 


Expires only by Presidential 


proclamation. Code Section 
168(d) (2). 
Facility “acquired” may be 


amortized if certificate issued. 
Code Section 168(b). 


Portion of gain in excess of 
straight-line depreciation is tax- 
able as ordinary income; allo- 
cation required. Code Section 


Grain-Storage Facilities 
(Code Section 169) 


May be claimed as a matter of 
right by any person who meets 
statutory tests. Code Section 
169. 


Entire cost incurred during 
effective period may be amor- 
tized. 


Grain-storage facilities but ex- 
cluding land. Code Section 
169(d). 


Expires for any assets not 
completed by December 31, 
1956. Code Section 169(d). 


Successor can use when pred- 
ecessor used the option and 
did not give it up. Code Sec- 
tion 169(a) (2). 

Capital gain after computation 


of acquired basis. Code Sec- 
tions 1231, 1016(a)(2). 


1238. 





Having once elected to use the fast de- 
duction, he may change his mind once as 
to future periods by giving to the Treasury, 
before the beginning of the month involved, 
notice in writing of his desire to cancel the 
election to amortize.” After the notice, 
depreciation under 1954 Code Section 167 
is allowable. 


(Footnote 119 continued) 
refund whieh is prerequisite to a judicial suit 
for refund under 1954 Code Sec. 7422(a). 

Finally, will precedents prevail as to other 
areas? For example, will a decision granting 
deductibility when arising as to the election in 
connection with the use of the grain-storage- 
facilities provision control the right to make an 
election under the corporate-organization-ex- 
pense section or an option to claim under the 
soil- and water-conservation provisions? How 
much similarity of result will flow from the 
statutory requirement that the election be made 
in the return under 1954 Code Secs. 169(b) and 
248(e) as against a similar election required by 
regulation to be in the return but not explicitly 
so required by statute (1954 Code Sec, 175)? 

™° 1954 Code Sec. 169(c). The discontinuation 
will “begin as of the beginning of any month 
specified by the taxpayer in a notice in writing 
filed with the secretary or his delegate before 
the beginning of such month."’ 


Agriculture 


The use of the fast deduction probably 
reduces earnings or profits for corporate 
taxpayers.™ It cannot be used in a period 
other than the year to which it is appli- 
cable ™ except, of course, indirectly through 
the use of the carry-over of the net operat- 
ing loss deduction.™ 


1 Under the provisions of the World War II 
defense-facility amortization deduction, it was 
held that the sue of the fast write-off served te 
reduce the earnings or profits of the taxpayer 
corporation (I. T. 3543, 1942-1 CB 111, CCH 
Standard Federal Tax Reports (1942 Ed.), 
1 6279). There seems to be no reason why the 
result would be different under the grain-stor- 
age section and the 1954 meaning of earnings 
or profits. The term ‘earnings or profits’’ has 
acquired a detailed meaning from administra- 
tive and judieial interpretation over many 
years. See 1954 Code See. 316. Although the 
term has been slightly altered by new provi- 
sions in the 1954 Code, the changes do not seem 
to affect this facet. See, for example, 1954 Code 
Sec, 312. 

%3 A defense-faeility deduction can be used 
only in the year in which it was allowable 
(Voit Rubber Corporation v. U. 8., 53-1 vusrc 
{ 9228, 110 F. Supp. 277, 43 A. F. T. R. 490 (DC 
Calif.). Presumably, this rule would apply 
equally to the grain-facilities deduction. 

333 1954 Code Sec. 172. 
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Table I1V—An Illustration of the Amortization of Soil- and Water-Conservation 
Expenditures—Maximum Deductions and Carry-Forwards— 
1954 Code Section 175 


Gross 
Income 
from 
Farming 
$10,000 


Conservation 
Expenditures 
This Year 
$3,000 


Taxable 
Year 


1956. . 


1957 
1958 
1959 
1960 


Perhaps the most amazing effect is the 
alchemy of converting the tax-saving result- 
ing from allowing the deduction into a 
favorable capital gain upon disposition. A 
grain-storage facility would almost certainly 
be a business asset under 1954 Code Section 
1231. A gain would be taxable as though 
it were capital in nature, and would be 
measured against the original cost reduced 
by the quick write-off.“ This is the startling 
difference between the two fast write-off 
methods: By explicit command of the 
statute, emergency defense facilities at taxable 
sale or disposition produce ordinary income 
to the extent of the extraordinary write-off 
in excess of straight-line depreciation.™ 


In effect, the treatment as capital gain 
which applies to grain-storage facilities 


™ ‘The basis of property shall be the cost 
...."" (1954 Code Sec, 1012.) It must be ‘‘ad- 
justed as provided in section 1016."" (1954 Code 
Sec. 1011.) “Proper adjustment in respect of 
the property shall in all cases be made... 
(2) . . . amortization . . . to the extent of the 
amount (A) allowed as deductions in computing 
taxable income."’ (1954 Code Sec. 1016(a).) 

25 ‘Gain from the sale or exchange of prop- 
erty, to the extent that the adjusted basis... 
is less than its adjusted basis determined with- 
out regard to section 168 (relating to amortiza- 
tion deduction of emergency facilities) shall be 
considered as’’' ordinary income (1954 Code Sec. 
1238). Cf. the ancient maxim “descriptio unius 
est exelusio alterius.’’ Current legislative pro- 
posals would eliminate this difference. 

126 1954 Code Sec. 1201. 

121 Regs. 118, Sec. 39.23(a)-11. 

#8 1954 Code See. 175. 

2° The deduction can be claimed to any land 
used in farming by the taxpayer as owner-opera- 
tor or as landlord devoted to ‘‘the production 
of crops, fruits or other agricultural products 
or for the sustenance of livestock.’’ (1954 Code 
Sec. 175(c)(2).) 

1%” Terracing a productive farm to prevent ero- 
sion was held to be deductible in J. H. Colling- 
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Soil- and Water- 


Previous Years from Farming 
First expenditure 
or Treasury 
permission now 
effective 


$ 500 


Maximum 
Deductible: Up Conservation 
to 25% of Expenditure 
Gross Income Carried 
Forward 


$ 500 


Deductible 
as Carry- 
over from 


$2,500 


1,000 


1,000 500 


divides the tax by half for individuals 
limited in all cases to not more than 25 
per cent of the taxable gain.™ 


Soil- and water-conservation expenditures. 
-~Development costs and expenditures prior 
to the productive state of a farm have long 
been regarded as capital items.“ New pro- 
visions ™ now provide for limited deduction 
by farmers or owners™ of expenditures 
for soil- and water-conservation purposes 
even though they should have been capitalized 
under other established principles of law.™ 


Conservation costs include direct expendi- 
tures by the taxpayer ™ for nondepreciable 
assets.“ They also include indirect costs 
to satisfy a conservation assessment ™ not 
otherwise deductible by the taxpayer.™ 


wood, CCH Dec. 19,878, 20 TC 937 (1953), acq., 
1954-1 CB 4. 

41 Conservation costs deductible include, but 
are not limited to, ‘‘leveling, grading and 
terracing, contour furrowing, the construction, 
control and protection of diversion channels, 
drainage ditches, earthen dams, watercourses, 
outlets, and ponds, the eradication of brush, and 
the planting of windbreaks.’’ (1954 Code Sec. 
175(c) (1).) 

13 Conservation expenditures do not include 
the cost of depreciable assets or any amount 
deductible under other provisions of the law 
(1954 Code Sec. 175(c)(1)(A)-(B)). From this 
it is apparent that cumulative relief is intended. 
In the case of other applicable deductions, the 
taxpayer will not be forced to rely only on this 
section. 

483 1954 Code Sec. 175(c)(1) particularly per- 
mits deduction of an allocable amount ‘‘to sat- 
isfy any part of an assessment levied by a soil or 
water conservation or drainage district to defray 
expenditures made by such district.’’ S. Rept. 
1622, 83d Cong., 2d Sess., p. 216, contemplated 
an allocation between conservation expendi- 
tures, tax deductions and depreciable assets. 

%* This liberalization is akin to the expansion 
of the tax-deduction concept to cover local bene- 
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The use of the deduction amounts to an 
election to follow an accounting method. 
The election must be claimed in the first 
year after 1953 during which the taxpayer 
has made expenditures. To change in sub- 
sequent years, approval by the Treasury 
must be secured. Taxes for conservation 
purposes (Section 171), maintenance and 
repair expenses are deductible irrespective 
of the election.™ 


(Footnote 134 continued) 

fit assessments covering an entire county and 
affecting 100 persons subject to a uniform levy 
according to value (1954 Code Sec. 164(b) 
(5) (B)). 

188 1954 Code Sec. 175(d)-(e). 

1 Rev. Rul. 54-191, 1954-1 CB 68, CCH Stand- 
ard Federal Tax Reports (1954 Ed.), { 6302. 

%* The deduction is based solely upon gross 
income. Net income, which limits depletion 
allowances (1954 Code Sec. 613(a)) is irrelevant. 
The unlimited carry-forward in 1954 Code Sec. 
175(b) stands alone. By contrast, depletion 
can't be carried forward. It can be taken to 
another year only as a part of a net operating 
loss deduction (1954 Code Sec. 172(c)-(d); S. 
Rept. 1622, 83d Cong., 2d Sess, (1954), pp. 
31, 211). 

438 “‘Gross income derived from farming’ (1954 
Code Sec. 175(b)) does not seem to be else- 
where defined in the Code. Regulations under 
former law defined ‘‘gross income of farmers”’ 
very broadly with no mention of the costs of 
production. (Regs. 118, Sec. 39.22(a)-7.) Pos- 
sibly, production costs must be considered to 
determine gross income from farming in the 
same way that costs of goods sold must be used 
in determining gross profits of a merchandis- 
ing business. 

The computation of gross income subject to 
the constitutional taxing power of Congress 
must take into account the cost of goods sold; 
to fail to allow the full deduction has been 
held to amount to a tax on capital (Doyle v. 
Mitchell Brothers Company, 1 vustc 117, 247 
U. S. 179, 3 A. F. T. R. 2979 (1918)). The 
deduction therefore is required under the in- 
come sections of the Code (1954 Code Sec. 61(a), 
formerly 1939 Code Sec. 22(a)). The deduction 
sections provide other problems but, in general, 
it is likely that Congress can withhold or condi- 
tion the benefits of a deduction (New Colonial 
Ice Company v. Helvering, 4 ustc $1292, 292 
U. S. 435, 13 A. F. T. R. 1180 (1934)). 

This distinction and the continuing need under 
constitutional doctrine to allow the deduction 
of the total cost of goods sold can be epitomized. 
Consider as an excellent example the struggle 
revolving around an attempt during national- 
emergency periods to disallow illegal payments 
of over-ceiling costs for goods sold. Without 
exception, against the strong resistance of the 
Treasury, the deduction has been permitted, 
usually for statutory reasons, several times be- 
cause of constitutional limitations traceable to 
the Mitchell Brothers rule. The Tax Court led 
the way in 1948 (Lela Sullenger, CCH Dec. 
16,735, 11 TC 1076 (1948)). For several years, 
in several cases, it stood alone against the 
Treasury's nonacquiescence. (I. T, 3724, 1945 
CB 57, CCH Standard Federal Tax Reports (1945 
Ed.), { 6174; Krekstein and Ferst, ‘“The Income 
Tax and Over-Ceiling Transactions,’’ 26 TAXEs 
700 (August, 1947); Krekstein, ‘‘Deductibility 
of Over-Ceiling Payments,'’ Proceedings of New 


Agriculture 


An eligible farmer may deduct up to 25 
per cent of his gross income ™ derived from 
farming ™ during the taxable year.” This 
would seem to include all income from sev- 
eral farms owned by a taxpayer even though 
the expenditures were made on only one 
property.” If the expenditures exceed the 
deductible portion of gross income, the un- 
used expenditure can be carried forward in- 
definitely for use in later years subject to 


York University Sixth Annual Institute on Fed- 
eral Taxation (1948), at p. 703.) Appeals from 
the decisions were slow in developing. Once 
started, the cases have held unanimously in 
favor of deductibility of cost of goods sold 
usually as a matter of constitutional right, even 
though the cost included over-ceiling payments 
(Commissioner v. Weisman, 52-1 vustc { 9353, 
197 F. (2d) 221, 41 A. F. T. R. 1388 (CA-1), 
noted in ‘‘Costs in Violation of Ceiling Prices 
Held Deductible,’"’ 2 Buffalo Law Review 162 
(1952); Hofferbert v. Anderson Oldsmobile, Inc., 
52-1 uste { 9358, 197 F’. (2d) 504, 42 A. F. T. R. 
38 (CA-4), aff'g 52-1 ustc 7 9190, 102 F. Supp. 
902, 41 A. F. T. R. 830, noted in ‘‘Excludability 
from Gross Income of Payments over Ceiling 
Price,"" 6 Vanderbilt Law Review 128 (1952); 
Commissioner v. Guminski, 52-2 ustc { 9411, 198 
F. (2d) 265, 42 A. F. T. R. 367 (CA-5); and 
Jones v. Herber, 52-2 ustc { 9397, 198 F. (2d) 
544, 42 A. F. T. R. 523 (CA-10)). The Internal 
Revenue Service has finally acquiesced in this 
result (I. T. 4104, 1952-2 CB 71, CCH Standard 
Federal Tax Reports (1952 Ed.), { 6336, over- 
ruling a former contrary position announced in 
I. T. 3724, cited above). 

Perhaps, in the price-violation cases, however, 
there is no constitutional problem at all. In a 
concurring opinion, the obiter remarks of Chief 
Judge Magruder give reason to wonder. (Com- 
missioner v. Weisman, cited above, at p. 224: 
“IT hope the court's opinion will not give the 
impression that there is any serious doubt of 
the constitutional power of Congress to exclude 
from the offset so much of the cost of the 
goods sold as represented payment by the tax- 
payer in excess of the applicable ceiling price.” 
See also Circuit Judge Strum dissenting in 
Commissioner v. Guminski, cited above, at 
Pp. 266.) 

Congress has laid the groundwork for a chal- 
lenge to these propositions. By explicit provi- 
sion in the Defense Production Act of 1950, 64 
Stat. 798 (1950), as amended, 66 Stat. 296 (1952), 
50 USC Sec. 2061, by 65 Stat. 136 (1951), 50 
USC Sec. 2105(A), particular authority was 
accorded to the President to disallow payment 
in excess of ceilings including the entire amount 
of any such payment. There is a difference of 
opinion as to the constitutionality of such 
legislation. Compare a note, ‘Disallowance of 
Over-Ceiling Costs of Goods Sold: The Defense 
Production Act of 1950,"’ 4 Syracuse Law Review 
323 (1953), with the reasoning of Judge Magru- 
der cited above. 

Query: How much application will this his- 
tory have in determining ‘‘gross income from 
farming’’? What costs will be subject to the 
implicit dichotomy? 

18 1954 Code Sec. 175(b). 

40S. Rept. 1622, 83d Cong., 2d Sess. (1954), 
p. 217. A favorable comparison may be drawn 
to the limitations surrounding the computation 
of percentage depletion. Depletion at stated 

‘ (Continued on following page) 
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the over-all annual 25 per cent limitation. 
Furthermore, the deduction can be used to 
create a net operating loss" which may be 
carried back two previous years and ahead 
five subsequent years.“ The full amount of 
the permissible deduction must be claimed 
if the election is made. For some years the 
conservation deduction, taken together, with 
the net operating loss carry-over may actu- 
ally create a deduction which produces no 
tax benefit. A deduction unused because of 
inadequate gross income does not increase 
the basis of the farm™ except where the 
election has not been made; then it pro- 
duces an adjustment to basis.™ 


This election gives considerable leeway 
for intelligent farm development with a 
computable assist from the government. In 
effect, a farmer can spend tax free for con- 
servation one fourth of his entire gross 
income from farming over the years. In 
addition, by a net operating loss carry-back, 
he might get fresh money from tax refunds 
from years gone by to help to finance the 
cost. These indirect subsidies will appeal 
to persons who wish to build values for the 
future with cheap tax money. They help 
most the high-bracket taxpayer. They will 
not hurt taxpayers in cases where they are 
affected by the application of the limitation 
forbidding annual losses in excess of $50,000 
for five consecutive taxable years. 


Political Favoritism 
or Enlightened Public Interest? 


Do any of these technical provisions 
suggest a political cynicism? Sample two 
opinions, both of which are probably par- 
tially right: 


“Our pampered tyrant, the American 
farmer .. . forms the most powerful vested 
interest in the American economy .. . big 
helpings of government gravy are going to 
about two million farmers—many of them 


(Footnote 140 continued) 

percentages is based upon “Gross income from 
the property” (1954 Code Sec. 613(c)) but not 
to ‘‘exceed 50 percent of the taxpayer’s taxable 
income from the property’’ (1954 Code Sec. 
613(a)) (italics supplied). The necessity for 
separating produeing properties and the right to 
a limited aggregation are regulated by 1954 
poe See. 614. Compare 1954 Code See. 175 
e)(2). 

441 1954 Code See. 175(b), 172(c). 

18 “Of course, any amount allowable as a de- 
duction under . . . [1954 Code Sec. 175] either in 
the year of expenditure or in a year to which 
carried, in a year producing a net operating 
loss will become a part of the loss and be eligi- 
ble to be carried back 2 years and forward 5.’’ 
me 7 1622, 83d Cong., 2d Sess. (1954), 
Pp. 216.) 
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corporations—-who grow 85% of the total 
farm output. They operate a little more than 
a third of the farms . . . . This cynicism is 
probably justified. The record of recent 
elections indicates that the farmer is gen- 
erally eager to sell his vote to the highest 
bidder . .. . But don’t blame the politicians 
for this record. They didn’t invoke it. We 
did—all of us.” ™ 


Whether or not this point of view can 
be squared with the general fact situation 
(over this there was political protest and 
farmer dissent ™), special tax treatment for 
farmers in special areas can be rationalized 
on various intellectual premises. 


Blough has stated: 


“The desire might be to subsidize .. . 
activity without general public realization 
that this was the case; a technical tax pro- 
vision could be devised that would achieve 
the result . — 


“The tendency is to extend tax favors 
to more and more taxpayers .... Tax 
exemptions and other specially favorable 
treatment, however, are very likely to spread 
beyond their original scope . . . [in time 
they are] likely to become so_ deeply en- 
trenched in the law that ... other tax- 
payer groups ... argue that in order to 
achieve equity, Congress should extend to 
them the same favorable treatment... . 
The result is a departure from the logical 
definition of the tax base and a deteriora- 
tion of the tax system... 


“The tendency for favorable tax treat- 
ment makes ‘incentive taxation’ largely an 
illusion. An amazing number of groups 
of taxpayers appear before tax policy makers 
with proposals to promote the prosperity 
of the country by granting some special 
tax exemption to them .. . if a number 
of the proposals are adopted, the stimulat- 
ing effect of any one is reduced.” (Page 
425.) 


= - Rept. 1622, 83d Cong., 2d Sess. (1954), 
Pp. ‘ 

141954 Code Sec. 1016(a) (1). 

48 1954 Code Sec. 270(b) excludes expendi- 
tures as to which the taxpayers are given the 
option to deduct or to capitalize. See Burford, 
“Investing in Herds, Farms and Ranches,”’ 
Proceedings of the University of Southern Cali- 
fornia Tax Institute (1954), pp. 369, 374. 

4 Quoted at random from various portions 
of ‘J. F.,"" work cited at footnote 16 (italics 
supplied). 

M1 See critical correspondence addressed to the 
“Country Slicker,’’ article, 212 Harper’s Maga- 
zine 4, 5-8 (February, 1956). 

8 Blough, work cited at footnote 7, at p. 417. 
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Does this seem like a particular polemic 
against the farmer like that in the “country 
slicker” argument? It wasn’t meant to be, 
but it does seem to describe, at least a 
little, some of the technical plans contained 
in the substantive portions of this article. 
We found interesting and refreshing Blough’s 
conclusion respecting the farmer and the 
tax collection: 


“Agricultural groups have had less to say 
about federal tax programs than have labor 
or business organizations . ... In 1951, 
several of the national farm organizations 
testified . . . rather closely in support of 
the Treasury’s recommendations, more so 
than that of the labor organizations and 
much more so than that of the business 
organizations.” (Page 40.) 


The Treasury generally is the only repre- 
sentative of the general public in the con- 
sideration of tax legislation, aside from 
pressure groups professing to represent public 
interests which they often claim are largely 
coterminous with their own. (Blough, work 
cited, at pages 120 and following, 7 and 40.) 

This pat on the back should be encourag- 
ing to the friend of the farmer. For a more 
cynical last word, if farmers as a group 
have generally argued on behalf of the 
public interest, it may be because several 


Foot tax.—After easements 

had been taken for a Minnesota 
trunk highway, a one-foot tract of 
land was left for the 

original owner. The one-foot tract 
must be placed on the tax rolls, 

the state attorney general has ruled. 


of the policies discussed in this symposium 
have already been set in their favor, along 
with that of other favored groups.” We 
wonder whether direct subsidies in several 
of these areas wouldn’t be a more attractive 
selling price to the farmer who is alleged 
to be “generally eager to sell his vote to 
the highest bidder ... .”™ 


Finally, years after the farmer was busy 
cutting down his taxes by reducing gross 
income through ignoring inventory and by 
piling up deductions under gimmick laws, 
some will surely be affected by the new 
social security benefits. Self-employment 
income fixes the maximum benefits payable; 
self-employment income is computed from 
the tax return.™ A heavy pencil in the last 
years before retirement might later prove 
expensive through smaller benefit checks. 

. [The End] 


REMUNERATION FROM EMPLOYMENT AND PROFESSION IN THE 
UNITED KINGDOM—Continued from page 92 


who successfully claimed their exemption 
from the full impact of United Kingdom 
income tax in the cited cases of Bennet v. 
Marshall, etc., will, as a rule, be not domi- 
ciled in the United Kingdom, but abroad. 
They will therefore be subject to United 
Kingdom tax only on the remittance basis 
and thus be privileged before even non- 
residents who, though also without domi- 
cile in the United Kingdom, are employed 
by residents of the United Kingdom and 
are liable to income tax on the full amount 


“For an interesting collection of examples 
of group, individual and sectional favoritism 
at work in the Code, see the good extended 
treatment of Cary, work cited at footnote 5. An 
interesting article by Randolph Paul (‘‘Erosion 
of the Tax Base and Rate Strueture,’’ Tax Law 
Review, March, 1956) points out that the special 
favors and tax gimmicks have (1) reduced the 
effective higher tax brackets to a practical 
sham, (2) operated unfairly against some few 
who haven't obtained special deals, (3) eroded 
the tax base so that major surgery is needed 
to. restore symmetry, (4) opened the door for 
more pressures and (5) complicated the law by 
the gimmick devices. 

wo ‘J. F.,"’ work cited at footnote 16. 


Agriculture 


of their remuneration as it arises, regardless 
of whether remitted to or received in the 
United Kingdom. 


(4) The question of residence, ordinary 
residence and domicile shall be determined 
by the Commissioners of Inland Revenue 
against whose decision there is a right of 
appeal within three months to the Special 
Commissioners, and of further appeal on a 
question of law to the High Court (Finance 
Act, 1956, Section 10, subsection (3).) 


[The End] 


1 For persons approaching age 65 or retire- 
ment, the impulse to use the speed-up deductions 
may be affected by the need for a maximum of 
$4,200 of self-employment annual income needed 
to produce the maximum in social security bene- 
fits (1954 Code Sec. 1402(a); compare See. 312 
(g)). See, as one example, Rev. Rul. 56-496, 
I. R. B. 1956-41, 6, holding that crop shares 
received by a landlord farmer when fed to his 
livestock do not retain their identity as rental 
income for self-employment tax purposes, no 
matter what accounting method is in use. Here 
is one example where a special break finding 
nontaxable income for a farmer has backfired, 
and affects the social security eligibility by 
reducing self-employment income. 
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Staff-prepared reviews of recent 
books and other publications of 
general interest to the tax man. 


Saving and Investing 


Save It, Invest It and Retire. Donald I. 
Rogers. Henry Holt and Company, 383 
Madison Avenue, New York 17, New York. 
1956. 224 pages. $2.95. 

Investments for Professional People. Robert 
U. Cooper, M.D. The Macmillan Company, 
60 Fifth Avenue, New York 11, New York. 
1953. 342 pages. $4. 

These two books combine intimate, first- 
hand knowledge of investment problems 
with the most expert and reliable advice 
on the various types of investment. Both 
explain how to select each type of invest- 
ment and what to expect from it. Dr. 
Cooper’s book, written especially for pro- 
fessional people whose careers do not usually 
lead to familiarity with’ investment pos- 
sibilities, provides a sound, comprehensive 
and understandable guide to the many 
kinds of investments open to the private 
individual. Mr. Rogers believes that the 
key to security is life insurance. In his 
estimation, insurance not only is the easiest 
way to save but also is one of the wisest 
investments. He feels rather strongly that 
a man should prepare for his future by 
regimenting himself with a vigorous system 
of saving and then investing in the stock 
market. The two books interpret insurance 
policies and annuities, real estate values, 
investment funds, stocks, bonds and taxes. 
They emphasize the advantages and disad- 
vantages of investment according to one’s 
personality and particular circumstance. 
Written in clear, simple terms, both present 
a step-by-step plan for security, concluding 
that the only way to really enjoy life is 
to learn first how to save money and then to 
find out intelligently what to do with it. 


Public School Problems 
Financing Education in the Public Schools 
(symposium conducted by the Tax Institute). 
Tax Institute, Inc., 457 Nassau Street, 
Princeton, New Jersey. 1956. 183 pages. $5. 
Financing education in the public schools 
is a unique topic for the Tax Institute to 
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discuss. This problem not only includes 
taxation but tax distribution as well, Edu- 
cational opportunity is no longer determined 
by the accidental location of taxable wealth; 
it is now regulated by an established stand- 
ard of educational effort which is available 
to every child in every state. This standard 
has been commonly known as the foundation- 
school program. It is financed irrespective 
of the taxable wealth a school district may 
have. Each school district must also con- 
tribute its share in accordance with its 
taxable capacity. At present, therefore, it 
is almost entirely a shared program between 
the state and the community. Among in- 
teresting points, the symposium discusses 
federal as opposed to state responsibilities 
in a period of extraordinary enrollment and 
considerations in compensating the teacher. 
The majority of speakers conclude that it 
is only sound thinking to let the local citizen 
control his own school and finance it with 
the resources within his state. This, they 
agree, will insure fewer controls by the 
federal government upon individual liberty. 
The teacher should be a leader, provide 
good rapport between school and commun- 
ity and command a high professional wage. 


The reader profits by this free and open 
discussion among the people most concerned 
and best qualified to explore the subject 
of school development and financing. He 
can approach solutions himself with in- 
creased appreciation and fuller understanding. 


Data on Government Fiscal Affairs 


Facts and Figures on Government Finance, 
1956-1957. The Tax Foundation, 30 Rocke- 
feller Plaza, New York 20, New York. 
Ninth edition, 1956. 240 pages. $2. 


In this book the reader will find 202 
informative tables compiled by governmental 
agencies and private business houses and 
published by The Tax Foundation. The 
information recorded on the tables is mostly 
concerned with government spending, taxes 
and debt. There are, however, many sec- 
tions in the book devoted to such subjects 
as school enrollments projected through 
1966, OASI financing through 2020, new 
data on family incomes, the economy as a 
whole and a special section on social insur- 
ance and related programs. 


In his introduction to the book, Roswell 
Magill, president of The Tax Foundation, 
points out that the most significant fact 
about public finance today is that federal, 
state and local governments are taking far 
more in taxes than ever before in our coun- 
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try’s history. While federal revenues are 
increasing rapidly despite the general tax 
reduction of 1954, expenditures are increas- 
ing almost as fast. This leaves little room 
for additional tax or debt reduction. The 
tables bear out his comments. 


In 1956 our national debt was $274 billion, 
which is an increase of nearly $5 billion 
since the end of the Second World War. 
Most of this staggering amount has gone 
for the armed forces, foreign loans and 
national security. Our net budgetary re- 
ceipts in 1956 were $68,141 million with our 
net expenditures amounting to $66,386 mil- 
lion.. This caused a slight surplus of $1,755 
million for the 1956 fiscal year. 


The tables show that last year the United 
States pumped nearly two thirds of the 
total federal expenditures into national de- 
fense. It is estimated that expenditures dur- 
ing 1957 will increase $3 billion, national 
security again taking the lion’s share, to 
$40,800 million. According to government 
estimates, revenues will rise to $69,800 mil- 
lion, thereby decreasing the national debt 
$707 million. Income and profits taxes will 
provide $59 billion to make the 1957 fiscal 
year, which will end in June, 1957, the biggest 
tax year in American history. Consequently, 
individual income taxes will remain high. 
The national debt will be lowered but so 
will the amount of cash in our pockets. 


Tax Planning and Life Insurance 


Advanced Life Underwriting and Tax 
Planning. State Farm Life Insurance Com- 
pany, Bloomington, Illinois. 1956. 231 pages. 


In the preparation of this handbook, the 
thought that it might prove of value to 
lawyers, trust officers, CLU candidates and 
others interested in life insurance and es- 
tate planning has been kept in mind. It 
has, however, been designed primarily as a 
reference book for State Farm Life Insur- 
ance Company agents in the field of ad- 
vanced underwriting and, to a large extent, 
this objective has dictated the method of 
presentation where alternative choices were 
available. 


For agents and life underwriters in gen- 
eral as well as for CLU candidates, basic 
principles are presented that will enable 
them to better serve their clients in the 
arrangement of business and personal insur- 
ance and, in addition, will give them a 
clearer understanding of the position of the 
life insurance agent on the estate planning 
team. With these objectives in mind, the 
book has been divided into five parts: Busi- 


Books 


ness Life Insurance, Personal Life Insur- 
ance, Estate Tax Planning, Professional 
Conduct and Illustrative Forms of Agree- 
ments. These forms have instructional value, 
and agents will find them interesting, in- 
formative and helpful in understanding the 
principles that underlie the many and diverse 
uses of life insurance in estate planning. 


The State Farm Life Insurance Company 
retained William J. Bowe, a nationally 
known writer on taxes and estate planning, 
to prepare this handbook. 

The company is making copies of this 
book available on request, free of charge. 
There is, however, a charge of $1 to cover 
the cost of packaging and mailing. 


Insurance Economics 


Insurance and Economic Theory. Irving 
Pfeffer. Richard D. Irwin, Inc., Home- 
wood, Illinois. 1956. 213 pages. $4. 


This volume is another in a series pub- 
lished for the S. S. Huebner Foundation 
for Insurance Education, University of Penn- 
sylvania. It presents a discussion of some 
of the fundamental problems in the theory 
of insurance economics. Its principal objec- 
tives are to analyze the insurance concept 
in terms of its necessary and sufficient 
conditions and to determine the role which 
insurance plays in some of the major fields 
of economic theory. 

The problem of defining insurance is 
explored from the standpoints of the philo- 
sophical and psychological foundations of 
the subject as well as from the use and 
practice of insurance men, historians, econo- 
mists and the courts. Distinctions are drawn 
between the insurance concept which is 
most appropriate for the purposes of mic- 
roeconomic theory and that which apparently 
conforms most closely to the requirements 
of sound business management. 


Particular attention is devoted to the 
problems of statics and dynamics, the theories 
of production, distribution, expectations and 
consumer preference. The author shows 
that expectations and planning over different 
time periods are basic to the very existence 
of insurance. Insurance permits a lengthen- 
ing of the planning horizon for both the 
individual and the firm and thereby increases 
the efficiency of the economic process. 

The failure of economists to integrate 
insurance into the framework of general 
economic theory is attributed to the fact 
that conventional economic theory is static 
in nature whereas insurance is essentially 
a dynamic phenomenon. 
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This department consists of staff- 
prepared digests and comments on 
articles that have been published in 
other periodicals. Sources of this 


month's reviews: New York Certified 
Public Accountant, California Law 
Review and Journal of Accountancy. 


Trade-Mark Tax Discrimination 


This is a review of “Tax Problems in the 
Trademark and Trade Name Field,” by Adrian 
A. Kragen and Samuel F. Pearce, which 
appeared in the July, 1956 California Law 
Review. Mr. Kragen is a professor of law 
at the University of California, Berkeley, and 
Mr. Pearce is a member of the California bar. 


While the addition of Section 177 to the 
Internal Revenue Code in 1955 permits a 
person acquiring a trade-mark or trade 
name to amortize his acquisition expenses 
over a period of not less than 60 months, 
the favored treatment does not apply to 
the purchase price of an acquired trade- 
mark or trade name nor to expenses which 
are not chargeable to capital account. 


With the trade in established trade-marks 
and trade names on the increase, the authors 
question the refusal to permit their purchase 
price to be written off. The essence of their 
argument is that the refusal discriminates 
against the purchaser of an established mark 
in favor of one who develops or establishes 
his mark. 


Their hypothetical example is a cookie- 
batter tycoon who, in the first place, expends 
$1 million in advertising a prepared cookie 
mix under the name “San Francisco's Better 
Batter” and who, in the second place, buys 
an already established trade-mark for his 
product for $1 million. Sales would be 
equal in both instances. Under current court 
interpretations and the regulations, the entire 
$1 million, when spent for advertising, 
would have been currently expensed with- 
out question or comment, but when the 
same sum is spent for an already estab- 
lished mark, no portion of the million 
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could be expensed. It is small comfort to 
the purchaser of the established mark—who 
plans on using it in perpetuity and hopes to 
set off its cost against income—that the 
purchased mark will have a $1 million basis 
for tax purposes upon sale, the authors state. 


Two cases upon which the Commissioner 
bases his decision as to the nondepreciable 
nature of trade-marks (Clarke v. Haberle 
Crystal Springs Brewing Company, 2 USTC 
{ 466, 280 U. S. 384 (1930), and Renziehausen 
v. Lucas, 2 ustc § 465, 280 U. S. 387 (1930) ) 
are said not to offer unquestioned support 
for his position. 


Stock Redemptions 


This is a review of “Stock Redemptions— 
Some Current Aspects,’ by Samuel Mirandy, 
which appeared in the December, 1956 New 
York Certified Public Accountant. The 
author is a New York CPA. 


The tests of substantially disproportionate 
redemption and of complete termination of 
interest were enacted by Congress in the 
1954 Code to determine when a taxpayer 
could classify stock redemption payments 
as a consideration in exchange for stock, 
rather than dividends. The meeting of either 
test qualifies the transaction for favorable 
tax treatment. 


To meet the first test, the taxpayer must 
experience by the redemption a dilution of 
more than 20 per cent in the ratio of his 
holdings of voting stock, as well as common 
stock, of the corporation and must wind up 
with less than 50 per cent of the voting 
power. The second test is self-explanatory: 
The taxpayer retains no stock whatever in 
the corporation. 


There are slips 'twixt cup and lip, how- 
ever. The article cautions the taxpayer as 
to “the necessity of satisfying the construc- 
tive stock ownership features which are so 
closely interlocked in the application of the 
new provisions.” Ownership of the stock 
may still be attributed to the surrender- 
ing stockholder if he has a constructive 
relationship with the new holders. 


Recent revenue rulings that are of interest 
in this area are discussed by the author. 
The Zenz rule (Zenz v. Quinlivan, 54-2 ustc 
7 9445, 213 F. (2d) 914 (CA-6)) was made 
applicable to the 1954 Code by Rev. Rul. 
55-745. In the Zenz case, a sole stockholder 
sold part of her stock to a competitor and 
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later sold the rest of her stock to the cor- 
poration for cash and property. It was 
held that the corporate purchase was not a 
dividend, and she was allowed capital gain 
treatment. The author states that where a 
stockholder wished to transfer control of 
the corporation to key employees, he could 
sell a portion of the stock to the key em- 
ployees and have the corporation redeem 
the rest of his interest. Advance rulings on 
such plans may be obtained from the Internal 
Revenue Service. 


The far-reaching effect of Rev. Rul. 
56-103 is discussed. Here the Service held 
that a redemption by an estate, under a 
buy-sell agreement, was taxable as a divi- 
dend. The deceased stockholder had held 
27 per cent of the stock; his son, the estate 
beneficiary, held 48 per cent; the remainder 
was held by unrelated employees. The 
attribution rules consider stock held by the 
beneficiary of an estate to be held by the 
estate. Therefore, the estate could not 
qualify under either the substantially- 
disproportionate-redemption rule or the 
complete-termination-of-interest rule, because 
it was deemed to own all of the son’s stock. 
The distribution was also held essentially 
equivalent to a dividend on the ground that 
the relative stock interest of the principal 
stockholder was not materially changed by 
the redemption. 


The article states that under the rationale 
of Rev. Rul. 56-103, “dividend treatment 
would presumably apply to a corollary 
situation where a substantial stockholder 
of the corporation has more than a con- 
tingent interest in a trust holding stock in 
the same corporation. Should the trustees 
decide to diversify and surrender for re- 
demption all, or any portion, of such stock, 
the trust would be required to treat the 
proceeds as dividend.” 


Depreciation—The Code 
and Regulations 


This is a review of “A Re-examination of 


the 1954 Code: Depreciation Problems,’ by 
Thomas J. Graves, which appeared in the 
October, 1956 Journal of Accountancy. The 
author is a CPA, Washington, D. C. 


Regulations that were finally issued June 
11, 1956, apply rules to depreciation prob- 
lems that are more fixed than was true in 
the past. The aim is to prevent abuse of 
the new accelerated-depreciation methods. 
However, this article notes that “their 
presence in the regulations probably will 
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result in an increase in depreciation con- 
troversies unless the Internal Revenue Service 
administers them moderately and with appro- 
priate consideration to their intended pur- 
pose.” 


Because co the new depreciation methods, 
there is now . change in the determination 
of useful life of an asset and the estimation 
of its salvage value. It is not the inherent 
life of an asset, but the taxpayer’s own 
experience, present conditions and probable 
future developments that will determine an 
asset’s useful life. Salvage value, rather 
than being closely related to junk value, 
will be based on the estimated amount that 
will be realized at the end of the asset’s 
useful life, as thus determined. A taxpayer, 
who uses his equipment for less than its 
inherent useful life, may have to recognize 
a high salvage value and take a reduction 
in depreciation allowances, The article cau- 
tions that reflection in salvage values of 
high current market prices would result in 
an unreasonable estimate of what might be 
realizable upon future disposition. 


Taxpayers are advised to pay attention 
to the accounting rules that are included in 
the regulations, since the way in which they 
account for their appreciable property may 
affect the size of depreciation allowances 
and the extent of recognition afforded retire- 
ment losses. The author studies the relative 
merits of single-asset and multiple-asset 
accounts for depreciable property. 


The Code is criticized for its treatment 
of certain transfers of property which are 
being rapidly depreciated. While trans- 
fers to another person disqualify the prop- 
erty for further accelerated depreciation, the 
article terms it inequitable that an individual 
using the declining-balance method for prop- 
erty constructed by him after 1953 cannot 
continue to use that method if he incor- 
porates his business and transfers the prop- 
erty to the corporation in exchange for 
stock. 


The regulations are attacked for their 
treatment of leasehold improvements made 
by a lessee on leased property. Where the 
improvement has a useful life equal to or 
less than the term of the lease, it can be 
subjected to depreciation under any of the 
approved methods, but where its useful 
life is greater than the term of the lease, 
it cannot. Letting the term of the lease 
affect the nature of the property imterest 
is seen as a holdover from regulations under 
the 1939 Code and is termed an unnecessary 
restriction on the use of the new methods. 
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Atate Tax 


Reported here, by regions, are news items concerning some decisions, 
legislation, administrative rulings and important people in state tax- 
ation. The department's scope includes the following types of taxes: 
income, sales and gross receipts, property, gasoline, insurance com- 
pany, utility, franchise, inheritance and estate, and severance, also 


motor-vehicle registration fees. 


Items are adapted principally from 


Commerce Clearing House publications dealing with state and local taxes. 


Atlantic States 


Income taxes.—Atlantic jurisdictions in 
which income taxes are withheld are Dela- 
ware, District of Columbia, Maryland, New 
York and Vermont. In New York only 
wages paid to nonresidents are subject to 
withholding. Withholding tables are the 
principal method of determining the amount 
of tax in the other four jurisdictions. Em- 
ployers in the District of Columbia may 
alternatively withhold a flat 2% per cent 
of wages above tabulated exemptions or, 
with special approval, may withhold at a 
fixed percentage of federal taxes withheld. 
New withholding tables have recently been 
issued for Delaware and were effective 
January 1. 

Of the nine Atlantic states levying in- 
come taxes, none allows a carry-over or 
carry-back of a net operating loss. 


Philadelphia, which subjects salaries, wages, 
commissions and other compensation of 
residents and nonresidents to a withholding 
tax, gets an additional % of 1 per cent this 
year. Bill 979, approved November 30, 1956, 
raised the withholding rate from 1% per 
cent to 1% per cent, effective January 1, 
1957. The bill also raised the rate of Phil- 
adelphia tax on net profits of residents and 
nonresidents to 1% per cent, and retroac- 
tively. The increase is due on all profits 
earned after January 1, 1956. 

Massachusetts legislators, who introduce 
their bills before the legislative session be- 
gins, have proposed a number of income tax 
changes. H. B. 442 would repeal the tax as 
regards nonresidents. H. B. 440 would 
grant parents a $400 deduction for students 
who are entirely dependent. H. B. 113 
would broaden the definition of dividends 
exempt from personal income tax to include 
dividends paid in the stock of another cor- 
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poration, partnership, association or trust, 
the beneficial interest in which is repre- 
sented by transferable shares, which are not 
required to be included in taxable income 
of the shareholder under the federal Code. 
H. B. 108 would permit corporate distribu- 
tions which do not come within the present 
definition of a taxable dividend for income 
tax purposes to operate to reduce the cost 
basis of the stock in question. 

The United States Supreme Court has 
denied certiorari in Commonwealth v. East- 
man Kodak Company, 3 stc § 250-357 (Pa. 
S. Ct., 1956). Left standing was the Penn- 
sylvania Supreme Court decision that the 
“property” tax levied on Pennsylvania ac- 
tivities of corporations not subject to the 
state income tax does not apply to a corpo- 
ration which (1) maintains no office or place 
of business in Pennsylvania, (2) is not reg- 
istered to do business in the state, (3) makes 
no contracts there, (4) owns automobiles 
registered in the state used by salesmen, 
(5) has salesmen and demonstrators in 
Pennsylvania supervised from an out-of- 
state office and (6) ships all products into 
the state by mail or common carrier. The 
decision of the state supreme court neither 
affirmed nor denied the constitutionality of 
the tax involved. 


Property taxes.—Since the City of New 
York had complied with all the statutory 
requirements pertaining to foreclosure, de- 
linquent taxpayers, foreclosed owners of the 
fee titles, could not redeem the property 
from foreclosure in rem by payment of, all 
tax liens. Such was the decision of a New 
York court, recently affirmed by the United 
States Supreme Court in Nelson et al. v. 
City of New York, 3 stc § 200-121 (1956). 
The case involved two pieces of property 
on which tax liens (water charges) were 
unpaid for four years. On one parcel, back 


TAXES—The Tax Magazine 





charges amounted to only $65. The city 
sold it for $7,000 and retained the proceeds. 
The Court held the taxpayers could not 
recover the surplus proceeds. On the other 
parcel, back charges amounted to $814.50 
on property valued at $46,000. The city 
foreclosed, but retained the property. The 
Court held the taxpayers could not, under 
the statute, redeem the property. Admitting 
the harshness to the taxpayers, the Court 
said, however, it was one for legislative 
correction and noted that the New York 
Legislature had ameliorated the severity of 
the statute in 1956 to permit the reconvey- 
ance of property acquired and still held by 
the city by the payment of arrears, interest 
and costs of foreclosure. It noted that the 
city had conceded the application of the 
amendment to the second parcel of prop- 
erty, but that reconveyance action had been 
held in abeyance pending the Supreme 
Court’s disposition of the case. The woes 
of the taxpayers in this case resulted from 
the fact that they had never been actually 
notified of the back water charges or of the 
foreclosure action, a trusted bookkeeper 
having concealed the notices from them. 


A bill introduced in the Massachusetts 
Legislature would set the property tax rate 
for every city and town at $45 on every 
$1,000 of assessed valuation (H. B. 291). 
Another bill (H. B. 222) would grant a dis- 
count of 2 per cent on real estate and per- 
sonal property taxes paid within ten days 
of receipt of notice. A third introduction 
(H. B. 2) would permit private airports to 
make improvements without having their 
value subjected to taxation by cities and 
towns, so long as free use of the landing 
area is granted to the general public and 
the airport meets the commercial operation 
requirements of the state aeronautics com- 
mission. 


The Philadelphia city levy on real prop- 
erty for 1957 has been increased from $1.70 
to $2.06 for each $100 of assessed valuation. 
This is in addition to the school levy. 


Sales and use taxes.—The mayor of New 
York City has signed a bill which exempts 
braces, crutches and wheelchairs purchased 
on a doctor’s prescription from the city 
sales tax. 


Lake States 


Income taxes.—No lake states require 
withholding of income taxes from wages 
paid to residents. Withholding, however, is 
required in several Ohio cities. Indiana is 
the only lake state requiring withholding 
from nonresidents. 


State Tax News 


Of the three lake states levying an in- 
come tax, two states (Minnesota and Wis- 
consin) permit net operating losses to be 
carried over two years. 


A number of the lake states are consider- 
ing income tax legislation this y¢ar. Some 
Illinoisans are talking up an i§come tax 
designed to avoid constitutional fbjections. 
The Wisconsin Governor’s Corfmittee on 
Revenue Sources has proposed a 
boost of 0.5 per cent in all ificome tax 
brackets, with an end to existing, surtaxes. 
A governor’s tax study committee in Min- 
nesota has proposed that larger cities be 
permitted to levy income taxes. The Wis- 
consin Attorney General has ruled that cities 
constitutionally can be granted the right to 
levy income taxes. 


Income tax changes occurred in two Ohio 
cities. Columbus raised its rate to 1 per 
cent on January 1 and will hold it at that 
figure through December 31, 1961. A city 
charter amendment adopted at the Novem- 
ber general election limits the rate to the 
1 per cent figure. Sidney’s % of 1 per cent 
rate, adopted last summer, took effect Jan- 
uary 1 and extends through December 31, 
1960. This tax is subject to withholding. 


Property taxes.—An appeal has been made 
to the United States Supreme Court of the 
Michigan Supreme Court decision in Con- 
tinental Motors Corporation v. Township of 
Muskegon, 3 stc § 250-354, 77 N. W. (2d) 370 
(Docket Nos. 564 and 565). The state court 
upheld the validity of Act 189, Laws 1953, 
which provides for the taxation of lessees 
and users of tax-exempt property. The 
plaintiff is engaged in defense work upon 
property owned by the federal government. 
Both the plaintiff and the government have 
filed appeals. 


A Wisconsin abstract company’s title 
records are not exempt as intangible per- 
sonal property, since they possess a real or 
marketable value, it was held in Dane County 
Title Company v. Board of Review of Madi- 
son, CCH Wisconsin TAx Reports { 200-697 
(1956). 


Sales and use taxes.—Governors’ commit- 
tees in Minnesota and Wisconsin recommend 
the enactment of sales taxes in their respec- 
tive states. The Wisconsin Attorney General 
has ruled that the legislature may constitu- 
tionally grant cities the power to levy an 
excise or stamp tax upon automobiles, a 
local sales tax or a local income tax. 


The Michigan Department of Revenue 
has ruled that only 65 per cent of the total 
charges by a business machines corporation 
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shall be used as the use-tax base. The other 
35 per cent shall be treated as a service 
charge. 


Midwestern States 


Income tax.—No midwestern states re- 
quire withholding of income taxes from 
wages paid residents. Iowa requires withhold- 
ing from nonresidents and Kansas requires 
fiduciaries to withhold from distributions 
to nonresidents. 


Of the five midwestern states levying an 
income tax, only two permit carry-over or 
carry-back of net operating losses. Iowa 
permits net operating losses to be carried 
back two years and carried over five years, 
applicable to tax years beginning after De- 
cember 31, 1954. Losses incurred prior to 
December 31, 1954, cannot be carried for- 
ward; losses incurred after that date cannot 
be carried back to years prior to it. North 
Dakota permits net operating losses to be 
carried over four years. 


A 1 per cent earnings tax in Kansas City, 
Missouri, will be subjected to voter ap- 
proval on March 12, 1957. 


Property tax.—Iowa voters in November 
authorized a bonus to Korean war veterans. 
To pay principal and interest on bonds fi- 
nancing the bonus, a direct annual tax of 
one mill upon the dollar upon moneys, 
credits and other intangible personal prop- 
erty will be levied. For taxes payable in 
1957, the levy has been set at .31 mill, mak- 
ing a total state property tax levy of .75 mill. 

Among recommendations of the Nebraska 
Legislative Council that will be drafted into 
bill form for introduction in the 1957 legis- 
lative session is the submission of a consti- 
tutional amendment to repeal the prohibition 
of state property tax levies. The amend- 
ment would make way for the enactment 
of a sales tax or an income tax, or a com- 
bination of both. Also recommended is a 
provision for the taxation of business inven- 
tories on an annual average inventory basis. 


Sales and use tax.—Missouri sales tax 
rules and regulations have been revised. 
Few changes were made. Deleted was the 
statement: “Where interstate transportation 
of goods sold or purchased in retail sales 
transactions in this state is merely incidental 
to the sales agreement, then such transac- 
tions are subject to the provisions of the 
Missouri Retail Sales Tax Act.” The place 
for the filing of a petition for review of a 
delinquent tax assessment was changed 
from the circuit court of the taxpayer’s 
county to the state tax commission. Because 
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the Missouri governor has mentioned the 
introduction of legislation to impose a use 
tax, the Missouri State Chamber of Com- 
merce has prepared a research report on the 
effects of use taxes on economic expansion, 
pointing out where use taxes would be bene- 
ficial and where harmful or unnecessary. 


Western States 


Income tax.—Two western states (Colo- 
rado and Montana) require withholding of 
income taxes on wages paid residents and 
nonresidents. 


Of the four states levying income taxes 
(including New Mexico and Utah), only 
Colorado and Montana permit carry-back or 
carry-over of net operating losses. Colorado 
provides that after December 31, 1953, if a 
taxpayer has a net capital loss or net oper- 
ating loss, the amount thereof shall be 
treated as a short-term capital loss in each 
of the four succeeding taxable years to the 
extent that such amount exceeds the total 
of any net capital gains of any taxable year 
intervening between the taxable year in 
which the net capital loss or net operating 
loss arose and such succeeding tax year. 
Montana permits net operating losses of 
individuals to be carried back two years and 
carried over five years. Corporations are not 
permitted carry-back or carry-over privileges. 


Property tax.—The Colorado Legislative 
Council Committee on Education has sug- 
gested changes in the system of school tax- 
ation. It proposes elimination of the district 
qualifying levy and an increase of the county 
levy to 11.5 mills. 

The Montana Supreme Court has held in 
Lehfeldt v. Adams, CCH Montana Tax RE- 
ports {| 24-022, that the taxing of minerals in 
place is unauthorized. Tax title proceedings 
by the county for the failure to pay taxes 
on minerals in place do not pass:a valid tax 
title to the minerals. 


The Utah Attorney General has ruled that 
the state may assess either the vendor or the 
vendee for the tax on personal property sold 
under a conditional sales contract. 


Pacific States 


Income tax.—Three Pacific states require 
withholding of income taxes on wages paid 
to residents. These states are Arizona, Idaho 
and Oregon. California requires withhold- 
ing only from nonresidents. 


Of the four states which levy an income 
tax, two permit carry-over or carry-back of 
net operating losses. Arizona permits net 
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operating losses, after December 31, 1954, 
to be carried back one year, to be carried 
over five years. For 1954, losses may be 
carried over five years, but there is no carry- 
back. Idaho permits a net operating loss to 
be carried over two years. 


A ruling from the office of the Idaho Tax 
Collector holds that commercial banks using 
the reserve method are allowed, for income 
tax purposes, a 1 per cent addition to a re- 
serve for bad debts computed from the total 
mean average of outstanding uninsured and 
nonguaranteed loans. A maximum of 6 per 
cent may be added to the nontaxable reserve. 


Legal department abstracts from the Oregon 
tax commission hold that sums paid to 
waitresses to offset cost of laundering uni- 
forms are subject to withholding, that stock 
redemptions under Section 303 of the Inter- 
nal Revenue Code must be treated as capital 
sales under Oregon law, that permission is 
required for a change of accounting method 
from LIFO to modification of LIFO, and 
that canceled debt must be added to liqui- 
dating dividend in computing capital gain. 


Insurance company taxes.—The Oregon 
Attorney General has ruled that a fixed fee 
charged for the privilege of paying premiums 
in installments must be included as part of 
the gross premium for tax purposes. 


Inheritance taxes.—Where the decedent 
vendor was domiciled in Washington, his 
interest in contracts for the sale of out-of- 
state property was subject to the Washing- 
ton inheritance tax, held the Washington 
Supreme Court in Plasterer, CCH INueErI!r- 
ANCE TAx Reports—State {18,570 (1956). 


Property taxes.—Appeals from two Cali- 
fornia property-tax decisions have been 
denied by the United States Supreme Court. 
State court decisions had held, in one, that 
the exemption of nonprofit private schools 
is constitutional and, in the other, that alco- 
holic beverages warehoused pending export 
are exempt from local taxation. 


Southern States 


Income taxes.—Ten of 13 southern states 
tax income. Only two (Alabama and Ken- 
tucky), however, require withholding from 
wages paid to residents and nonresidents. 

Of the ten states taxing income, only 
three (Georgia, North Carolina and South 
Carolina) permit carry-back or carry-over of 
net operating losses. Georgia permits such 
losses to be carried back one year and car- 
ried over five years. North Carolina permits 
losses to be carried over for two succeeding 
years. In South Carolina the net operating 
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loss deduction is limited to new industry. 
Businesses established in 1955 and there- 
after may carry over a net operating loss 
sustained in the first three years of opera- 
tion. The loss may be carried over for a 
three-year period. 


Recommendations of the North Carolina 
Tax Study Commission have been submitted 
to the governor. Extensive changes in the 
state income tax law have been proposed. 

A memorandum from the chief of the 
Mississippi Income Tax Division rules that 
the exemption from the income tax surtax 
does not extend to manufacturers who man- 
ufacture outside the state and sell within 
the state. It has also been ruled that com- 
mercial pipeline companies shall apportion 
a part of their unitary net income to Miss- 
issippi for tax purposes by the use of a 
two-factor ratio formula, utilizing unit miles 
transported and property owned. 


Motor vehicle fees.—In City of Memphis 
v. Yellow Cab, Inc., CCH Tennessee TAX 
Reports { 200-001, the Tennessee Supreme 
Court has ruled invalid the Memphis ordi- 
nance imposing a $60 annual tax on taxicabs. 


The Kentucky Tax Commission has ruled 
that before an automobile dealer or manu- 
facturer may be issued a certificate of reg- 
istration and a plate for 1957 and thereafter, 
he must present to the county court clerk 
a qualifying license issued by the Depart- 
ment of Motor Transportation. 


Sales and use taxes.—Used barges ac- 
quired outside the State of Alabama in 
“casual” and “isolated” transactions are not 
subject to the use tax when subsequently 
brought into the state for permanent use, 
but used barges acquired outside the state 
from a firm engaged in the business of sell- 
ing barges are subject to the tax. So held 
the Alabama Supreme Court in State of 
Alabama v. Bay Towing & Dredging Com- 
pany, Inc., 3 stc J 250-373. 

The North Carolina Attorney General has 
held that fuel oil sales to manufacturers are 
exempt from sales tax, but that rentals of 
equipment used on government construction 
projects are subject to the tax. He also 
ruled that sales by a supplier to a federal 
government contractor are taxable. 


Severance taxes.—Certiorari has been de- 
nied by the United States Supreme Court 
in Mississippi River Fuel Corporation v. Fon- 
tenot, CCH Loutstana Tax Reports { 200-110, 
234 F. (2d) 898 (CA-5, 1956). The Fifth 
Circuit ruled that private operators extract- 
ing oil and gas from lands leased from the 
federal government are subject to severance 
taxes. 
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This department lists meetings of 
interest to tax men and reports on 
studies, speeches and other activities 
in the tax field. Featured this month: 
financial roadblocks to state im- 
provement programs . . . novel 
method for demonstrating to clients 
the need for keeping substantiated 
expense records so as to save taxes. 


Meeting of Tax Men 


Practising Law Institute.—An estate plan- 
ning clinic under the chairmanship of René 
A. Wormser will be given by the Practising 
Law Institute on Saturday, February 2, at 
the Hotel Commodore in New York City. 
The clinic will last from 9:30 a. m. to 5:30 
p.m. The $15 registration fee includes the 
luncheon meeting. Registrations should be 
made with the Practising Law Institute, 20 
Vesey Street, New York 7, New York. 


State Financial Roadblocks 


Present-day state governments are ill 
equipped to meet the expenditures that they 
face in the years ahead, said Frederick L. 
Bird, president of Tax Institute, Inc., in an 
address November 9, 1956, at a Tax Institute 
symposium. Yet, said Bird, the states have 
the resources, the potential fiscal capacity, 
to accelerate not only the highway program 
but other basic capital programs. 


The states appear to be hampered for the 
future by a series of roadblocks. These 
were broadly identified by Bird as self- 
imposed restrictions on the power to use 
fiscal capacity, deficiencies in fiscal policy, 
deficiencies in organization and a lack of 
the best tools for fiscal administration. 
These elements seem to be present for all 
states, but loom larger in some than in 
others. 


What brings the problem sharply into 
focus today is the multibillion-dollar high- 
way program being financed by the federal 
government. If the states, with their politi- 
cal subdivisions, are to assume their part- 
nership responsibilities in the federal system, 
their part in the highway-improvement pro- 
gram will necessitate the expenditure of 
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approximately $50 billion in the next ten 
years, it was said. 


Complicating the picture is the fact that 
highways are only one of the basic capital- 
facility responsibilities of state and local 
government. Others include schools, health 
and correctional institutions, water supply, 
stream pollution control, slum clearance and 
urban redevelopment. 


As reported by Bird, stepping up the 
highway program “may create an imbalance 
among the major capital facility programs 
of states and localities unless there is 
acceleration of all programs and some over- 
all determination of priorities within the 
range of financial resources that can be 
made available. No one wants to see 48 
sovereign states resolved into 48 highway 
departments.” 


In order for the states to meet their 
future responsibilities, it is essential that the 
roadblocks be removed. 


The self-imposed fiscal roadblock involves 
constitutional prohibitions and restrictions 
on state legislatures, and constitutional and 
statutory prohibitions and restrictions on 
local governments. Though some of these 
are wise and constructive, others were typi- 
fied by the Tax Institute executive as 
merely instruments of limited or antiquated 
government. He commented that it “is fair 
to say, I believe, that by the constitutional 
withholding of the state power to borrow 
and to use certain productive forms of 
taxation, several states have reduced them- 
selves to positions of limited partnership 
in the federal system.” 


It was seen as seemingly inevitable that 
the states will have to borrow, some in 
large amounts. 


To assure themselves of a continuing 
capital program to provide adequate facili- 
ties when needed, states were advised to 
develop a thoroughly comprehensive budget 
in a unified finance department under the 
governor for the consideration and approval 
of the legislature. This budget would inte- 
grate capital and operational needs in recog- 
nition of their dual importance. The means 
of financing the capital portion of the 
budget would depend on such factors as the 
nature and size of the projects and the con- 
dition of the economy. 


To remove the fiscal-policy roadblock, 
three objectives were listed. One was to 
keep a government’s powers to procure 
revenue and borrow as free and flexible as 
possible. 
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The practice of earmarking state tax reve- 
nues for particular purposes has long been 
a target of various tax groups as imparting 
an unhealthy rigidity to state budgets, with 
state legislatures, in 1954, having control 
over only 50 cents of each tax dollar. A 
thoroughgoing analysis of the extent and 
effect of earmarking was presented in 1955 
in Project Note No. 38 of The Tax Founda- 
tion, Inc., entitled “Earmarked State Taxes.” 


The second policy objective was listed 
as borrowing at the lowest possible cost. 
The practice of borrowing by other means 
than by bonds backed by the state’s pledge 
of their faith and credit was castigated as 
costing the states 0.5 per cent to 1.5 per 
cent more in interest charges, which run 
into the millions of dollars. Not all of this 
practice has been forced evasion of con- 
stitutional prohibitions, the tax analyst said. 


The third policy objective was stated to 
be the making of the capital program an 
instrument of financial stabilization rather 
than a progressively weakening factor in 
the government’s financial structure. Some 
reasonable portion of the capital program 
should be financed from current revenues 
when economic conditions are favorable. 
This requires a comprehensive budget and 
freedom from earmarked funds to operate 
effectively. 

Discussing the third financial roadblock, 
deficiencies in organization, Bird stated 
that “The great majority of the states are 
trying to run a big business, in fact, an 
interrelated assortment of many big busi- 
nesses, without the most appropriate organ- 
ization for business management.” The 
states that have adjusted to the principles 
of effective fiscal management have achieved 
distinctive results, but too many of the 
states are not moving fast enough and are 
retrogressing, relatively, he added. 

The prerequisites for effective expenditure 


management were listed as including com- 
petent people responsible for spending the 
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money; adherence to sound principles in 
making decisions; appropriate administrative 
organization; and use of the best technical 
tools for fiscal management. The lack of 
the highest quality management tools is the 
fourth and last of the financial roadblocks 
described by the speaker. 


To know where and when to spend money, 
the need is for an “accounting system that 
shows the true costs of programs, a budget 
system that relates expenditures to the 
objects and purposes of government instead 
of categories of employees, equipment, sup- 
plies, and the like, and an operational re- 
porting system that provides administrators, 
legislative bodies, and the public with a 
record of accomplishments and their costs 
as compared with the original plans.” 


Novel Proof of Cost 
of Unsubstantiated Expenses 


Tax men who could use a simple explana- 
tion to drive home to their clients the neces- 
sity for keeping fully substantiated records 
of their deductible expenses will appreciate 
the gimmick used by Clarence C. Morris, 
a CPA in Coral Gables, Florida. 


The point made by Mr. Morris, who was 
formerly with the Internal Revenue Service, 
is that “failure to obtain and keep available 
substantiating evidence will cost the tax- 
payer exactly double his highest bracket 
tax rate.” Since the present attitude of 
Service examiners is to “allow only such 
expenses as are fully substantiated, particu- 
larly as affects business travel or entertain- 
ment, a realization on the part of the taxpayer 
as to his cost of failure to substantiate 
becomes a matter of necessity for survival.” 


Mr. Morris clearly illustrates his point 
in the table below, using an expenditure 
of $1 for a deductible expense. As pointed 
out by him, the necessity for substantiation 
becomes intensified as the effective rate 
increases. 


Rate Brackets—____ 


20 Per Cent 30 Per Cent 50 PerCent 75 Per Cent 


Substantiated 


$1.00 
75 


$ .25 


Expenditure vi as Ree 
Less: Effective Rate Applied .20 


$ 80 


$1.00 
30 


$ .70 


Taxpayer's Net Burden... 


Unsubstantiated 


Expenditure 


ee: Sa $1.00 $1.00 
Add: Effective Rate Applied. . 


20 30 75 
$1.30 $1.75 


$1.20 
$ .40 $ .60 $1.50 


Taxpayer’s Net Burden. . 
Difference in Net Burden 
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This department reports on developing tax law in Canada describing 
administrative rulings, legislative action, court decisions and pertinent 


speeches. 


Highlighted this month are the following topics: differences 


between taxable and nontaxable bursaries . . . deductibility of the use of 
a company car. . . savings that explain a husband's large bank deposit. 


Bursaries Are Sometimes Taxable 
—Sometimes Not 


Bursaries, grants established by univer- 
sities for deserving students, may or may 
not be subject to income tax. It depends 
on whether the bursaries are part of the re- 
cipient’s remuneration from employment or 
just nontaxable gifts with no relation to 
services rendered by the recipient. 


In Robinson v. Minister of National Rev- 
enue, 56 DTC 378, the Income Tax Appeal 
Board found that bursary payments received 
by a doctor taking postgraduate work were 
not taxable. The taxpayer was not the 
employee of the provincial government 
which was paying the bursary during the 
period he was receiving the bursary pay- 
ments. Yet in another decision concerning 
bursaries, payments were found to be of the 
taxable variety. The board decided that the 
taxpayer, who was an employee of the pro- 
vincial government which had paid the bur- 
sary, had continued in this employment 
during the period in which he was receiving 
benefits from the bursary. 


These decisions clearly indicate that a 
bursary is taxable income to the recipient 
if paid by his employer of if paid in consid- 
eration of an agreement with that employer 
to do or not to do something. If the bur- 
sary has no connection with the taxpayer’s 
office, employment or employer, then the 
payments are received as a nontaxable gift. 


President Taxed on Use 
of Company Car 


The Minister claimed a tax on the benefit 
that a company officer enjoyed because his 
company supplied him with a car. The tax- 
payer was president of two companies. One 
of the companies supplied the car, and both 
companies split the expenses of operating it. 
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On the ground that the taxpayer had re- 
ceived a benefit, the Minister added $300 to 
his income for two years. This represented 
25 per cent of the capital cost allowance to 
which the company owning the car was 
entitled and did not include any amount for 
operating expenses. The taxpayer stated 
that the car was used almost entirely for 
company business and that his personal use 
of the car was negligible. 


The appeal board allowed the appeal in 
part and felt that the value of the benefit 
was somewhat less than the $300 per year 
assessed by the Minister but greater than 
that admitted by the company officer. The 
board estimated that the taxpayer’s personal 
use of the car would be 10 per cent of the 
total mileage and applied this 10 per cent 
to the capital cost allowance claimed by the 
car owner.—No. 350 v. Minister of National 
Revenue, 56 DTC 369. 


Savings Tax-Proofed in Cedar Chest 


A scrap dealer was assessed for the 1946 
to 1950 period. It came to the tax depart- 
ment’s attention that the scrap dealer had 
in 1951 made a deposit of $10,000, and the 
source of this money was not explained. 
Consequently, the Minister added the amount 
to the taxpayer’s 1951 income tax, attribut- 
ing the amount to undisclosed sales. The 
taxpayer appealed. 


The appeal board allowed the appeal. 
The taxpayer claimed his wife had saved 
money which he had given her for years. 
She had saved the money in a cedar chest. 
In 1951, when the couple decided to build 
a house, she had given him nearly $10,000, 
and he deposited this amount in his bank 
account. The board believed the witnesses 
and held that the money was nontaxable. 
—No. 356 v. Minister of National Revenue, 
56 DTC 460. 
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Federal Tax 


March 1 


Due date of annual information returns 
by officers and directors of foreign per- 
sonal holding companies and United 
States shareholders by or for whom 
50 per cent or more in value of the out- 
standing stock of a foreign personal 
holding company is owned, directly or 
indirectly. (Code Section 6035(a)(2), 
(b)(2).) Forms: officers and directors, 
Form 958; shareholders, Form 957. 


March 15—— 


Last day for a calendar-year corporation 
to file income tax return for calendar 
year 1956. If corporation elects to pay 
tax in installments, one half of tax is 
due on this date and the balance on 
June 17. (Sections 6072(b), 6152(a) (1) 
(B) and (b)(2).) Form 1120. 


Due date of annual returns as follows: 
(1) return by withholding agents of tax 
on interest required to be withheld at 
source during 1956; (2) return showing 
amount of tax required to be withheld 
during 1956 from each nonresident 
alien, foreign partnership or nonresi- 
dent foreign corporation to which certain 
periodical income was paid during that 
year. (Code Section 1461.) 


Last day to file gift tax return and to pay 
tax if gift of more than $3,000 was 
made in the calendar year 1956 to any 
one person. 


Last day for payment of unpaid expenses 
and interest accrued to entitle calendar- 
year taxpayer on accrual basis to de- 
ductions therefor against 1956 income. 
(Code Section 267(a)(2).) 


Last day for payment of charitable con- 
tributions authorized in 1956 by accrual- 
basis corporations which wish to take 
the deduction against 1956 income. 
(Code Section 170(a)(2)(B).) 


Due date for employers who withheld 
more than $100 in taxes (federal in- 


come tax on wages under Code Section 
3402 and Federal Insurance Contribu- 
tions Act taxes under Code Sections 3102 
and 3111) during February to deposit 
such amount with a federal reserve 
bank or other authorized depositary. 


(Regulations 120, Section 406.606.) 


Due date, by general extension, of returns 
for the fiscal year ended September 30, 
1956, in the case of (1) foreign partner- 
ships; (2) foreign corporations which 
maintain offices or places of business in 
the United States; (3) domestic corpo- 
rations which transact their business 
and keep their records and books of 
accounts abroad; (4) domestic corpora- 
tions whose principal income is from 
sources within the possessions of the 
United States; and (5) American citizens 
residing or traveling abroad, including 
persons in the military or naval service 
on duty outside the United States. 
(Regulations 118, Section 39.53-3.) 
Forms: (1) Form 1065; (2)-(4) Forms 
1120; (5) Form 1040. 


Monthly information returns of stock- 
holders and of officers and directors of 
foreign personal holding companies due 
for February. (Code Section 6035(a) 
(1), (b)(1).) Form 957. 


April 1 (March 31 is a Sunday) 


Due date for payment of the following 
excise taxes for February to an author- 
ized depositary, if such taxes reportable 
for February exceeded $100: taxes on 
safe deposit boxes; transportation of 
oil by pipeline; telephone, telegraph, 
radio and cable messages and services; 
transportation of persons; admissions, 
dues and initiation fees; gasoline, lubri- 
cating oils and matches; sales by manu- 
facturers, including sales of pistols and 
revolvers; processing of certain oils; 
sales by the retailer; manufacture of 
sugar; transportation of property; and 
diesel fuel. (Regulations Section 477.4.) 
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